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1 PROCEEDINGS
2 {9:33 a.m.)
3 CHAIRMAN OMAS: Good morning. Today we
4 continue hearings to receive testimony in rebuttal to
5 participants’ direct testimony in Docket R2006-1.
6 Today we will hear testimony from seven
7 witnesses: Mr. Buc, Ms. Crowder, Ingraham, Mitchell,
8 Abdirahman, Bradfield and McGarvy.
9 Before we proceed, does anyone have any
10 procedural matters to bring before the Commission at
11 this peint?
12 MS. RUSH: Mr. Chairman?
13 CHAIRMAN OMAS: Yes?
14 MS. RUSH: Tonda Rush with the National
15 Newspaper Association advising the Commission that we
16 filed a notice and a motion with respect to Dr.
17 Bozzo's appearance tomorrcw, a motion for a late
18 notice for cross-examination. We have withdrawn the
19 interrogatories we propounded.
20 CHAIRMAN OMAS: Okay. Thank you.
21 Is there anyone else?
22 {(No response.)
23 CHAIRMAN OMAS: There being ncone, Mr.
24 Ackerly?
25 MR. ACKERLY: I call Mr. Lawrence Buc to the
Heritage Reporting Corporation
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stand, please.

Whereupon,

LAWRENCE G. BUC

having been previously duly sworn, was
recalled as a witness herein and was examined and
testified further as follows:

CHATIRMAN OMAS: Mr. Buc, you’ve been sworn
in this proceeding, and you may begin.

(The document referred to was
marked for identification as
Exhibit No. DMA-RT-1.}

DIRECT EXAMINATION

BY MR. ACKERLY:

Q Mr. Buc, I am showing you a copy of a
document that’s been previously filed in this
proceeding entitled Rebuttal Testimony of Lawrence G.
Buc on Behalf of Direct Marketing Association and
identified as DMA-RT-1.

Would you state for the record please
whether this testimony has been prepared by you or
under your supervision?

A It was.

MR. ACKERLY: Mr. Chairman, I am handing two
copies of the testimony to the reporter and ask that
it be admitted intec evidence.

Heritage Reporting Corporation
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CHAIRMAN OMAS: Is there any objection?
{No response.)
CHAIRMAN OMAS: Hearing none, I will direct
counsel to provide the reporter with two copies of the
corrected testimony cof Lawrence G. Buc.
That testimony is received into evidence and
is to be transcribed into the record.
{(The document referred to,
previously identified as
Exhibit No. DMA-RT-1, was
received in evidence.)
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AUTOBIOGRAPHICAL SKETCH

My name is Lawrence G. Buc. I am the President of SLS Consulting, Inc.
(*SLS™), a Washington, D.C., consulting firm specializing in postal economics. I
submitted direct testimony in this case for Direct Marketing Association, Inc., ef al.,
(DMA-T-1.)

SLS has represented banks in four of the five Negotiated Service Agreements
(NSAs) entered into by the Postal Service with credit card issuers (Capital One, Bank
One/JPMorgan Chase, HSBC, and Washington Mutual Bank). I was personally a witness
in the Bank One NSA. Ihave also performed analyses for clients on how banks make
marketing decisions and the mailing implications of these decisions.

I was also a iead author in a major study of the Fair Credit Reporting Act and
directed 'an analysis for this study on prescreened offers of credit. I developed and
distributed a survey and received responses from credit issuers that are major users of
prescreening, as well as from others that do not rely heavily on prescreening. Our
responses on prescreening included bank type credit card issuers representing six of the
then top 13 bank issuers, and accounted for over half of all active MasterCard and VISA
accounts at the time (i.e., about 153 million of the 281 million accounts). One dimension
of the study collected information from banks on their channels for marketing credit
cards.

L PURPOSE AND SCOPE OF TESTIMONY

GCA witness Clifton (GCA-T-1) estimates the elasticity of Single-Piece First-
Class Mail, finding it fo be more elastic than estimated by USPS witness Thress. Based
on his analysis, he proposes that the Commission reduce the rate for Single-Piece First-

Class Mail by one cent and make up the resulting revenue loss from Standard Regular
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Mail. Clifion, GCA-T-1at3.'! Witness Clifion discusses one use of Single-Piece First-
Class Mail - in the bill payments market - to illustrate his point generally and to motivate
his analysis. Clifton, GCA-T-1 at 11-33. Witness Clifton also contends that Standard
Regular Mail is becoming increasingly inelastic because of Internet diversion. Clifton,
GCA-T-1 at 53.

In this testimony, I show that Standard Mail mailers in general, and banks in
particular, have and use a large number of channels for marketing. I also show that they
make decisions concerning channels based on cost effectiveness. This reality has
important ramifications for elasticity, since elasticity critically depends on the availability
of alternatives. It would be 2 major mistake to ignore this reality in pricing Standard
Mail. Interestingly, one channel that marketers and advertisers are using more and more
frequently is the Internet, which also provides an altemative for bill paying. Itis
counterintitive to believe, as Clifton suggests, that this channel could result in the
demand for Single-Piece First-Class Mail becoming more elastic while Standard Regular
becomes less elastic.

IL MARKETERS AND ADVERTISERS HAVE A WIDE ARRAY OF
OPTIONS FOR THEIR MARKETING AND ADVERTISING MESSAGES.

The US economy provides a wide atray of marketing and advertising channels,
and marketers and advertisers avail themselves of them. Direct mail is only one of these
channels. As USPS witness Thress shows in his testimony, USPS-T-7 at 92, in 2003,
direct mail accounted for only 20.5 percent of all major media advertising expenditures,

trailing television at 23.5 percent, “other” (which inciudes Internet and event marketing)

! Note that shortly before the hearing he revised his testimony to extend the one-cent rate reduction to
presort 1C letter mail if the Commission rejects delinking.

“2.
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at 27 percent, but leading newspapers at 17.4 percent, radio at 7.2 percent, and magazines
at 4.7 percent, The results for this year are consistent with those for previous years; long
term trends have shown a consistent decrease of the share of advertising in newspapers
and offsetting increases in the share of advertising in television and direct mail. Thress,
USPS-T-7 at 92.

These marketing and advertising decisions can be viewed through the lens of
basic microeconomics. Profit maximizing firms will invest in marketing and advertising
until the marginal cost of the investment is equal to its marginal return. This framework
applies both in total and to the investments in selected channels, Thus, as USPS witness
Thress observes, with respect to the mail:

The decision process made by direct-mail advertisers

can be decomposed into three separate, but interrelated

decisions:

{1) How much to invest in advertising?

(2) Which advertising media to use?

(3) Which mail category to use to send

mail-based advertising?
Thress, USPS-T-7 at 93. The results of these decisions are reflected in the national data
showing total advertising and marketing expenditures and the share by media.
II. EXPERIENCE, NSA RECORDS, AND DISCUSSIONS WITH BANKS ALL

CONFIRM THAT BANKS HAVE AND USE A WIDE ARRAY OF

ALTERNATIVES TO THE MAIL FOR MARKETING CREDIT CARD
SERVICES.

Everyone who gets mail and looks at the postage knows that banks use Standard
Mail for marketing credit cards. And anyone who reads the NSA Data Collection reporis
begins to get a more quantitative understanding. For example, the MC2002-2 (Capital

One) Data Collection Report for October 2004 — September 2005 shows that Capital One

116920
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mailed over a billion pieces of Standard Mail in this period.? As another example, the
MC2004-3 (Bank One) Data Collection Report shows that JP Morgan Chase mailed 446
million pieces of Standard Mail in the six months between the beginning of April, 2005
and the end of September of that year.” Likewise, the MC2004-4 (Discover Financial
Services) Data Collection Report shows that Discover mailed 445 million pieces of
Standard Mail in calendar year 2005.*

However, mail is not the only channel of marketing credit cards - there are
alternatives. Last year, at a DC United game I attended, representatives of a bank were
handing out T-shirts to anyone willing to fill out a credit card application. Several
months ago, while walking through the Charlotte, NC, airport terminal, I noticed
representatives of a national bank soliciting for credit cards applications. This was
particularly interesting because I had been given an application from this same bank on
the flight to Charlotte. Two weeks ago, I purchased a book on a web site and was offered
a considerable discount if I signed up on the Internet for a new credit card. And the
tellers at my bank often try to sign me up for their credit card; even when they do not,
there are applications for the taking on the counter.

In the BankOne NSA proceeding, the OCA explored marketing channels in an
interrogatory:

Please list the primary medias used by Bank One to attract new

credit card customers , e.g. direct mail, television ads, radio ads,

newspsaper ads, magazine ads, intemet ads, telephone, placements

in retail facilities,. MC2004-3 Tr. 2/137,

Bank One witness Brad Rappaport responded:

? Relevant portions of the report are reproduced at Tr. 29/9997-98.
? Relevant portions of the report are reproduced in Exhibit DMA-R], attached hereto.
* Relevant portions of the report are reproduced in Exhibit DMA-R?2, attached hereto.

-4-
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Other media channels that are widely used in this industry include
telemarketing, Internet, on-site, and event marketing. /d.

These other channels are not only used, they are successful. Witness Rappaport

went on to quote from BankOne’s 2003 Annual Report:

We also developed successful new marketing channels that do not rely on
direct mail, which is becoming increasingly more expensive and less
effective. In 2003, for the first time, direct mail sales accounted for less
than half of our new accounts. Several partners, including Disney,
Starbucks and Amazon, are using their Internet sites to allow customers to
apply for cards. Perhaps the most innovative distribution channel is
Avon’s 600,000 representatives who are now offering the Avon reward
card to their customers. MC2004-3 Tr. 2/137.

The Bank One case is not the only NSA proceeding the record of which contains

evidence showing that banks have and use altemnatives to the mail for soliciting credit

cards. As HSBC witness Harvey testified:

Mail is one of several channels available for marketing financial services,
and faces increasing competition from alternatives, such as E-mail and the
Internet, event marketing, merchant marketing, telemarketing, print,
television, radio, and outdoor advertising. The attractiveness of these
alternative channels is likely to increase if the next postal rate case resuits
in a substantial increase in postal rates. MC2005-2 Tr. 2/35.

Washington Mutual Bank Witness Michael Rappaport reporied an additional
channel:

From Year 1 to Year 2 and 3, our expectation is that our credit

card sales in Washington Mutual retail stores (aka branches) will

become a greater percentage of our account growth — these accounts

are booked without a solicitation mailing accompanying it.”

Finally, the Discover NSA provides even broader evidence on not just the issuc of

alternatives but also on how banks choose between these alternatives:

* Response of Washington Mutual Bank witness Michael Rapport to Presiding Officer’s Information
Request No. 1, Question 1 C.
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DFS assesses the viability of its marketing strategies on an ongoing basis.

We do so by evaluating the efficiency of various marketing channels, and

strive to use those that are most productive. While mail provides many

benefits, this channel does face increasing competition. DFS utilizes a

variety of marketing channels: telemarketing, event marketing, and

merchant marketing, as well as print, television, radio, and outdoor

advertising. We also use email and the Intemet. MC2004-4 Tr. 2/33.
IV. CONCLUSION

From my experience with banks in NSAs, analyses for trade groups, and from my
work on the Fair Credit Reporting Aect, I can say that Discover’s approach is not
uncommen. Banks build and use models to allocate media expenditures across marketing
channels based on the cost effectiveness of these various channels. There are clearly
alternatives to Standard Mail, and its price plays an important role in determining how

much banks and other commercial mailers spend on it as a marketing channel, just as

basic microeconomic principles predict.
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Exhibit DMA-RI
Postal Rate Commission

Submitted 2/7/2006 3:32 pm
. Filing ID: 47789
LEGAL POLICY & RATEMAKING LAW SECTION Accepted 2/7/2006
Law DEPARTMENT
UNITED STATES
POSTAL SERVICE

February 7, 2006

Hon. Steven W. Williams, Secretary
Postal Rate Commission

901 New York Avenue, NW

Suite 200

Washington, DC 20268-0001

RE: Docket No. MC2004-3
Dear Mr. Wiiliams:

In accordance with the Commission’s Opinion and Recommended Decision in
Docket No. MC2004-3, Rate and Service Changes to Implement Functionally
. Equivalent Negotiated Service Agreement with Bank One Corporation, enclosed is

the Postal Service's Data Collection Report for the time period April 1, 2005 to
September 30, 2005. The report was due January 30, 2008, and we apologize for
the deiay.

Please note that | have enclosed with this letier a disk with data responsive to Data

Collection Requirement No. 8 because the data are too voluminous to file
electronically. The rest of the report has been filed electronically.

Sincerely,

Nan K. McKenzie
Attomey

Enclosures

475 L'ENFANT PLaza 3W
WASnGTON DC 20260-1137
202-268-3089

Fax: 202-268-5204
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MC2004-3 Data Collection Report
JP Morgan Chase (Bank One) NSA
April 2005 — September 2005

Data Collection Plan Requirements:
1. Volume of First-Class Mail solicitations by rate category in eligible Bank One permit
accounts.

2. Volume of First-Class Mail customer mail by rate category in eligible Bank One permit
accounts.

3. Amount of discounts paid to Bank One for First-Class Mail by incremental volume block.

4. Volumes of First-Class Mail solicitations bearing the ACS endorsement that are physically
returned to Bank One.

5. Number of electronic address correction notices provided to Bank One for forwarded
solicitation mail pieces, including the number of notices processed by CFS units and separately
for PARS (when fully operational).

6. Number of electronic address correction notices provided to Bank One for solicitation mail
pieces that would otherwise be physically returned, including the number of notices processed by
CFS units and separately for PARS (when fully operational).

7. Monthly estimate of the amount of time spent on compliance activity and a description of the
activities performed.

8. For each First Class solicitation mailing list run against NCOA, Bank One will provide NCOA
contractor reports that separately identify the number of address records checked and the number
of corrections made.

9. For each Change of Address record that is used to forward a piece of Bank One solicitation
mail through ACS under the Agreement, the Postal Service will provide the date the record was
created, its move effective date, whether it was for a family or individual move, and each date
that the record was used to forward a mail piece. No other information from the record would be
provided.

10, As part of each data collection plan report, the Postal Service will provide an evaluation of
the impact of the agreement on contribution. It will also provide an assessment of trends of Bank
One’s First-Class Mail volume as compared to overall First-Class Mail volume.

11. Volume of Standard Mail solicitations by rate category in eligible Bank One permit accounts.

12. A comparison of the estimated mailer-specific costs, volumes, and revenues with the actual
mailer-specific costs, volumes, and revenues.




MC2004-3 Data Collection Report
JP Morgan Chase (Bank One) NSA
April 2005 — September 2005

il. Daia Collection Requirement Number 11

Volume of Standard Mail solicitalions by rate category in eligible Bank One permit

accounts.

Volumes are captured on a monthly basis, but these figures may change after final
reconciliation with Permit and CBCIS data after the one-year anniversary of the NSA.

Mail Category Volume
Mixed AADC Auto 52,333
AADC Auto 233,501
3-Digit Auto 119,776,541
5-Digit Auto 170,767,183
Basic Nonauto 128,434,325
3/5 Digit Nonauto 26,796,609

Tatal Volume 446,060,492

ECR Mail Category Volume
Basic Nonauio Letters 22,389,385
Basic Auto Letters -
Saturation Letters -

Total Volume 22,389,385
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Postal Rate Commission

Submitted 2/7/2006 3:36 pm
. _ Filing ID: 47788
LecAL PoLicY & RATEMAKING LAW SECTION Accepted 2/7/2006
Law DEPARTMENT
UNITED STATES
POSTAL SERVICE

February 7, 2006

Hon. Steven W. Williams, Secretary
Postal Rate Commission

901 New York Avenue, NW

Suite 200

Washington, DC 20268-0001

RE: Docket No. MC2004-4
Dear Mr. Williams:
In accordance with the Commission’s Opinion and Recommended Decision in
Docket No. MC2004-4, Rate and Service Changes fo Implement Functionally
. Equivalent Negotiated Service Agreement with Discover Financial Services, inc.,
enclosed is the Postal Service’s Data Collection Report for the time period January
1, 2005, to December 31, 20085.

Sincerely,

Brian M. Reimer
Attorney

Enclosures

475 L'ENPANT PLaza SV
WasHNGTON DC 20260-1137
: 202-268-3089
Fax: 202-288-5204




Docket No. MC 2004-4 Data Collection Report
Discover Financial Services NSA
January 2005 — December 2005

Data Collection Plan Requirements:

1. Volume of First-Class Mail solicitations by rate category in eligible DFS permit accounts.
2. Volume of First-Class Mail customer mail by rate category in eligible DFS permit accounts.
3. Amount of discounts paid to DFS for First-Class Mail by incremental volume block.

4, Volumes of First-Class Mail solicitations bearing the ACS endorsement that are physically
returned to DFS.

5. Number of electronic address correction notices provided to DFS for forwarded solicitation
mail pieces, including the number of notices processed by CFS units and separately for PARS
(when fully operational),

6. Number of electronic address correction notices provided to DFS for solicitation mail pieces
that would otherwise be physicaily returned, including the number of notices processed by CFS
units and separately for PARS (when fully operational).

7. Monthly estimate of the amount of time spent on compliance activity and a description of the
activities performed.

8. For each First Class solicitation mailing list run against NCOA, DFS will provide NCOA
contractor reports that separately identify the number of address records checked and the number
of corrections made.

9, For each Change of Address record that is used to forward a piece of DFS solicitation mail
through ACS under the Agreement, the Postal Service will provide the date the record was
created, its move effective date, whether it was for a family or individual move, and each date
that the record was used to forward a mail piece. No other information from the record would be
provided.

10. As part of each data collection plan report, the Postal Service will provide an evaluation of

the impact of the agreement on contribution. It will also provide an assessment of trends of
DFS’s Firsi-Class Mail volume as compared to overall First-Class Mail volume.

11. Volume of Standard Mail solicitations by rate category in eligible DFS permit accounts.

12. A comparison of the estimated mailer-specific costs, volumes, and revenues with the actual
mailer-specific costs, volumes, and revenues.
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Docket No. MC 2004-4 Data Collection Report
Discover Financial Services NSA

January 2005 — December 2005

11. Data Collection Requirement 11

Volume of Standard Mail solicitations by rate category in eligible DFS permit accounts.

Mai} Category Volume
Mixed AADC Auto 53,828,082
AADC Auto 39,308,079
3-Digit Auto 42,064,882
5-Digit Auto 192,583,269
Basic Nonauto 100,609,374
3/5 Digit Nonauto 16,874,135

Total Volume 445 276,721

ECR Mail Category Volume
Basic Nonauto Letters 15,702,842
Basic Auto Letters 203,404
Saturation Letters -

Total Volume 15,906,245
12
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CHAIRMAN OMAS: This now brings us to oral
cross-examination.

There has been one regquest for oral cross.
Mr. Horwood, would you introduce yourself for the
record, please?

MR. HORWOOD: Yes. I am James Horwood
representing the Greeting Card Association.

CROSS-EXAMINATICON

BY MR. HORWQOD:

Q Good morning, Mr. Buc.
A Good morning, Mr. Horwood.
Q Referring to page 1 of your testimony, on

line 16 you refer to work you had done on the study of
the Fair Credit Reporting Act, and you refer to bank
type credit card issuers. What do you mean by bank
type credit card issuers?

A I mean the common cards that you have in
your wallet that’s a MasterCard or a Visa, not the
old-style store credit card where you might have
gotten one from the Hecht Company.

Q On line 7 you said that SLS has represented
banks in four of the five negotiated service
agreements entered into by the Postal Service with
credit card issuers and identify those four. What is
the fifth major?

Heritage Reporting Corporation
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A The f£ifth is Discover.
Q Okay. Is Discover a bank in the traditional
sense of a bank that has a building and branches, or

is it principally a credit card issuer?

A I believe it’s principally a credit card
issuer.

Q Is the same true for Capital One?

-\ I think that -- I'm not an employee of Cap

One. I don’'t speak for their marketing strategy, but
if you read the papers it looks like Cap One is
attempting to also turn itself into a bricks and
mortar bank. In addition to that, it does automobile
loans, as well as credit cards.

Q Do you know whether it has retail branches
at this time?

A I don’'t know whether they’re branded as Cap
One, but it has acquired banks and does fully own
banks now that have a retail presence. I don’t know
how they’re branded.

Q Okay. Thank you. ©On page 3 of your
testimony starting on line 27 you state that banks use
standard mail for marketing credit cards and go on to
state recent volumes. Capital One, one billion plus;
JP Morgan, 446 million, which would annualize to 952
million cards; and Discover Card, 445 million.

Heritage Reporting Corporation
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Would you accept subject to check that
that’s about a total of 2.5 billion pieces for those
three major banks?

A Yes.

Q Do you know approximately how many pieces of
total standard mail was sent by the banking industry
over that same time pefiod?

A I don’t know the exact number. It’'s six
billion, eight billion, 10 billion, in that sort of
range.

9] Have you locked at the ABA survey for 2005
that’s referred to by Mr. Thress in his testimony?

A I haven‘t.

Q Would you accept subject to check that that
document shows that approximately 3.6 billion pieces
was sent by the banking industry using standard wmail
in 20057

A I would accept subject to check that that’s
what the study says. I would alsoc not believe that
that’s the correct answer or number.

-0 Okay. Why do you believe that’s not the
correct answer?

A We work on NSAs with banks. We know what
banks’ standard volumes lock like. I think they’re
higher than 3.5 billion pieces.

Heritage Reporting Corporation
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As a matter of fact, I‘'m ever more certain
than "I think." I'm almost positive.

Q Do you know whether an explanation might be
that that number doces not include Capital One and
Discover Card?

A I'd have to lock at the study. 1I‘d have to
look at the underlying method. That number is low. I
can’'t tell you why.

Q Okay. Has there been a significant increase
in the volume of standard regular mail sent by banks
since 19997

A Since 19%99? I don’t know how we would
define significant. Five percent? Twenty percent?

Fifty? I don’'t think there’s been a 50 percent

increase.
Q Do you know what the increase has been?
A No.
Q Okay. Do you know whether the increase has

been concentrated in a few banks or not?

A Well, what I do know is that if you look at
Nielsen and you look at the leading banks each year,
the edition of Nielsen that thEy'show who the leading
banks are, that the industry has been concentrating.

There have been mergers. There are fewer
players than there used to be. It’s still a fairly

Heritage Reporting Corporation
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competitive industry, still is a competitive industry
I would say, but the amount of mail and the amount of
receivables outstanding by the top four or top 10 is
growing.

Q Do you know whether the volume of standard
mail sent by banks exceeds that of first class mail

sent by banks?

A In aggregate?
Q Yes.
A Both of the numbers are big. I'm not sure

which is bigger.

Q Okay. You haven’t made a study of the
amount of mail sent by banks in the respective classes
then? Is that correct? The total amount.

A Over the years I‘ve locoked at numbers. I
don’t have those figures off the top of my head.

Q On the footnote on page 2 of your testimony
you state or you note that shortly before the hearing
Dr. Clifton revised his testimony to extend the one
cent rate reduction to presort first class letter mail
if the Commission denies delinking.

Didn’t Dr. Clifton indicate that proposal in
response to a DMA interrogatory filed several weeks
prior to his testimony? .

A I believe that’'s true.

Heritage Reporting Corporation
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Q So his proposal then was made prior to
immediately before his testimony change. Is that
correct?

A It was made before.

o] Would you accept subject to check that his
answer to the interrogatory was made on October 117

A QOkay. I’11 accept that.

Q On the bottom of page 1 and top of page 2 of
your testimony you state that Witness Clifton proposes
to raise rates on standard regular mail because he
finds that the elasticity of first class single piece

mail is higher than Postal Service Witness Thress

claims.
Was this the sole basis for Dr. Clifton’s
recommendation?
A Could you repeat the question, please?
Q Yes. You state at the bottom of page 1/top

of page 2 of your testimony that Dr. Clifton proposes
to raise rates on standard regular mail because he
finds that the elasticity of first class single piece
mail is higher than Witness Thress claims. Is that a
fair summation?

MR. ACKERLY: Excuse me. Mr. Chairman, if I
may interrupt?

Could I ask counsel to refer to the specific

Heritage Reporting Corporation
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lines because in my review of the witness'’ testimony
in question I don’'t see that statement.

CHAIRMAN OMAS: Mr. Horwood?

MR. HORWOOD: Yes. Let me withdraw the
question. I think I incorrectly stated it.

BY MR. HORWOQOCD:

Q You state that Witness Clifton discusses one
use of single piece first class mail to illustrate his
point generally and to motivate his analysis. Then
you say that Witness Clifton also contends that
standard regular mail is becoming increasingly
inelastic because of internet diversion.

Is the increased inelasticity of internet
diversion the sole basis for Dr. Clifton’s
recommendation?

A I don't believe that it is. I think that as
I understand Witness Clifton, he estimated the
elasticity of single piece first class mail, found it
to be more elastic than the Postal Service found it to
be.

He also has some statements about that
standard mail is becoming increasingly inelastie, but
I did not see anything from factors of the act. I did
not see a recommendation, for instance, based on
analyzing the factors of the Act. As I understand it,

Heritage Reporting Corporation
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his recommendation is based on the elasticities.

Q Is it based, on your understanding, on the
comparative elasticities rather than the absolute
elasticities? By comparative I mean comparative
between first class and standard mail.

A Well, both first class and single mail are
inelastie, so I would think that what Witness Clifton
looked at was Thress’ elasticity, his estimate of the
elasticity and that his recommendation is based
primarily on that, hig finding a difference between
his estimate of an elasticity and Witness Thress’
estimate of an elasticity.

Q And was that a difference of estimates for
first class mail?

A First class single piece.

Q First class single piece. All right.

MR. ACKERLY: Mr. Chairman, if I may
interrupt and ask counsel where this line is going?

As I understand it, we are talking about the
witness' understanding of what Witness Clifton said.
Witness Clifton’s testimony will stand on the record
by itself.

If counsel is laying scome foundation for a
question I have no objection. On the other hand, I
don’'t think that it is appropriate to have Mr. Buc

Heritage Reporting Corporation
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interpret Mr. Clifton’s testimony at any great length
unless there is some question following.

MR. HORWOOD: I‘m not geoing to ask him to
interpret Dr. Clifton’s testimony, but I’'d like to
show that the statement con page 2 reflects an
incomplete reference or incomplete understanding of
what Dr. Clifton recommended.

CHAIRMAN OMAS: On page 2 of what, Dr.
Clifton’'s testimony? Page 2 of Dr. Clifton’s
testimony?

MR. HORWOOD: No. Mr. Buc’s testimony. Let
me posit my next question and see if that helps tie it
together.

BY MR. HORWOOD:

Q If you would lock, please, to page 60 of Dr.
Clifton’s testimony? Doesn’t Dr. Clifton there talk
about the relative institutional unit cost
contributions between first class and standard mail is
a factor in his recommendation?

A Could you point me to a line reference,
please, on page 607

Q The paragraph beginning on line 3 and going

through the end of the page.
A He does talk about institutional unit cost

contributions in this paragraph.

Heritage Reporting Corporation
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Q And did you understand that as part of his

recommendation?
a I do.
Q Have you made any study of the price

elasticities of standard mail?

A In a formal, cuantified sense?

Q Yes.

A Using econometrics?

Q Econometrics or any other method of --

A We actually did a study for banks on
marketing mail that grouped standard mail together
with their first class workshared mail.

We took a group of banks confidential, asked
them to run through their marketing models, how they
would respond to changes, increases, decreases,
increases in prices and from those models got answers
on what they would mail and from that got an
elasticity, so I had first class marketing mail
grouped with their standard marketing mail in that
estimate, that model.

Q And when was that study done?

A I think that was about two years ago.

Q Are you familiar with the own price
elasticity for standard mail that Mr. Thress has
calculated?

Heritage Reporting Corporation
(202} 628-4888




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

11710

A I know about what the value that he
calculated wag. I’'m not intimately familiar with the
details of his econometrics.

Q Do you question the value that he
calculated?

A I haven’t loocked through Thress’
econometrics in any detail enough to criticize his
values. It’s beyond what I did in this case.

Q All right. So far as you know, there are
two estimates of price elasticities for standard mail
in this case, Mr. Thress’ and Dr. Clifton’s. Is that
right?

A Okay.

Q Do you know whether they reach fairly
similar conclusions, and I‘'m only talking about
standard mail here.

A When you say fairly similar, are we saying
that we believe within a confidence interval or within
a 95 percent confidence interval that they overlap?

Q Yes, we can start with that.

A Weil, having thrown it out there, no, I'm
not sure whether or not they overlap.

Q okay .

A If I had to bet a 50/50 bet with you I would

bet that they overlap.

Heritage Reporting Corporation
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Q One final matter. In Section 3 of your
testimony you talk about banks handing out t-shirts at
a soccer game and at airports. Do you know whether
this is a cost effective means of marketing by banks?

A Well, this is generally called event
marketing. All banks do some event marketing, or many
banks do some event marketing.

From that I would infer that event marketing
to hit some audiences, to hit some potential
customers, is a cost effective means of marketing.
Either that, or a lot of them are throwing away a lot
of money.

Q Do you know whether that’s a form of
marketing that is perceived as competing with
marketing by direct mail?

A Banks have lots of different channels
through which they market credit cards. As I say in
my testimony, they pick those based on modeling and
cost effectiveness, and to the extent that a bank has
a limited marketing budget if they spend $1 here they
don’t spend $1 there.

Now, when response rates change, when the
market changes, maybe the marketing budgets change,
but, yes, event marketing competes for marketing
budget with direct mail.

Heritage Reporting Corporation
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0 Is the handing out of credit card
applications in airports event marketing?

A I don't know if we would exactly call that
event marketing. I think event marketing more as
being -- the next time I talk to one of the banks I'm
going to ask them whether they consider that event
marketing.

MR. HORWOOD: Thank you. I have nco further
questions.

CHAIRMAN OMAS: Thank you, Mr. Horwood.

I=s there anyone else who wishes to cross-
examine Witness Buc?

(No response.)

CHAIRMAN OMAS: Are there any questions from
the bench?

({No response.)

CHAIRMAN OMAS: Mr. Ackerly, would you like
some time with your witness?

MR. ACKERLY: No.- Thank you, Mr. Chairman.

CHAIRMAN OMAS: Thank you, Mr. Ackerly.

Mr. Buc, that concludes your testimony here
today. We appreciate your contribution to the record,
and you are now excused.

THE WITNESS: Thank you.

(Witness excused.)

Heritage Reporting Corporation
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CHAIRMAN OMAS: Mr. McLaughlin, please call
your witness.
MR. MCLAUGHLIN: Thank you, Mr. Chairman.
I'm Tom McLaughlin on behalf of the Saturation Mailers
Coalition and Advo, Inc., and we call as our rebuttal
witness Antoinette Crowder.
Whereupon,
ANTOINETTE CROWDER
having been previously duly sworn, was
recalled as a witness herein and was examined and
testified further as follows: |
CHAIRMAN OMAS: Ms. Crowder has been sworn
in in this proceeding. Welcome, Ms. Crowder.
You may begin.
MR. MCLAUGHLIN: Let me give the witness a
moment to get settled in here.
(The document referred to was
marked for identification as
Exhibit No. SMC-RT-1.)
DIRECT EXAMINATICN
BY MR. MCLAUGHLIN:
Q Ms. Crowder, would you state your name for
the record, please?
A Antoinette Crowder.
CHAIRMAN OMAS: Turn your microphone on, Ms.

Heritage Reporting Corporation
(202) 628-4888




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

11714

Crowder.

BY MR. MCLAUGHLIN:

Q I'm going to be handing you two copies of a
document captioned Rebuttal Testimony of Antoinette
Crowder on Behalf of the Saturation Mailers Coalition
and Advo, Inc. identified as SMC-RT-1.

Was this testimony prepared by you or under
yéur direction and supervision?

A Yes, it was.

MR. MCLAUGHLIN: Mr. Chairman, we did
identify some errata to the testimony, much of it
relating to just references to workpapers in her
accompanying library reference.

We are filing the errata today, and if I can
get out of here by 4:00 we’ll file the corrected
testimony electronically, but I have copies of the
corrected testimony with me and I will hand out at
this time a list of the errata for anyone who wants to
see 1it.

CHAIRMAN OMAS: Thank you.

{Pause.)

MR. MCLAUGHLIN: Mr. Chairman, the documents
that I've handed to you, the rebuttal testimony, as
you‘’ll see in the bottom lower corner says Corrected
and Refiled December 4, 2006. That does reflect the

Heritage Reporting Corporation
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corrections in the errata sheet.
BY MR. MCLAUGHLIN:
Q Ms. Crowder, with those corrections
identified in the errata notice is your testimony true
and correct to the best of your information and
belief?
A Yes, it is.
MR. MCLAUGHLIN: Mr. Chairman, I would
request that SMC-RT-1 be received into evidence.
CHATRMAN OMAS: 1Is there any objection?
(No respomnse.)
CHAIRMAN OMAS: Hearing none, I will ask
counsel to provide the reporter with two copies of the
corrected testimony of Antoinette Crowder.
That testimony is received into evidence and
is to be transcribed into the record.
(The document referred to,
previously identified as
Exhibit No. SMC-RT-1, was
received in evidence.)

//

!

/7

//

//
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PURPOSE AND SUMMARY OF TESTIMONY

The purpose of my testimony is to address the serious deficiencies and
inaccuracies in:
= The ECR rate design proposals of Valpak {(VP) witness Robert Mitchell
(VP-T-1) and Newspaper Association of America (NAA) witness Allan
Ingraham (NAA-T-2), and

» The ECR costing comments and proposals of VP witnesses John Haldi
(VP-T-2) and Robert Mitchell (VP-T-3).

With respect to ECR rate design, | also show corrections that would yield a more
efficient and competitively unbiased set of ECR rates.

Mr. Mitchell and Dr. Ingraham propose ECR rate designs that include the
USPS proposed DAL surcharge. However, they both incorrectly develop the piece
rate for on-piece-addressed Saturation flats that do not use DALs, resulting in a rate
that is too high relative to all other ECR piece rates. They also propose an ECR
pound rate that is excessive relative to their proposed piece rates. Both of their rate
designs have a severe bias against Saturation flat mailers.

Mr. Mitchell also advocates a “Product Pricing” concept with contrived,
unrealistic assumptions that, if implemented, would substantiaily increase the ECR
High-Density/Saturation letter-flat piece rate differential. His proposat would
artificially reduce letter rates by shifting a greater portion of the subclass revenue

burden to flats and pound-rated mail that are already greatly overcharged in relation

‘to weight-related costs.

Finally, Dr. Haldi and Mr. Mitchell absurdly imply that Saturation letters are

subsidizing delivery costs for Saturation flats. They are wrong.




——

10

11

12
@
14
15
16
17
18
19
20
21
22
23
24
25

26
27

28

29

@-:

11720

All three witnesses advocate cost and rate treatments that increase rates for
Saturation flat mailers. Unsurprisingly, they represent rival mailers that compete in
the saturation delivery market against Saturation flat mailers. By contrast, the
Postal Service has offered ECR rates that are reasdnably balanced among the
competing mailer claimants. The Commission should recognize the extent of
competition that the entire saturation market of letters and flats faces and adopt ECR
rates that preserve and foster competition.

In Section | of my testimony, | present a conservative estimate of cost savings
from DAL conversion and the correct unit cost for on-piece addressed saturation.
Using that information and relying on principles of Efficient Component Pricing, |
develop an alternative set of ECR rates that demonstrates:

» The on-piece-addressed Saturation flat piece-rate should be much lower
than proposed by the USPS.

» The piece-rate differential between Saturation letters and flats should be
less than proposed by the USPS, not greater as proposed by Mr. Mitchell.

= The piece-rate difference between Saturation and High-Density flats
should be about the same as the USPS has already proposed and greater
than advocated by Dr. Ingraham.

* The ECR pound rate should be lower than proposed by either Mr, Mitchell
or Dr. Ingraham.

Adoption of these elements wouid lead to a more efficient and competitively
unbiased set of ECR rates.

| would emphasize that the Saturation Mail Coalition (SMC) and ADVQ, Inc.
(ADVO) support the ECR rates proposed by the Postal Service. That is not because
the proposed rates are optimum. To the contrary, | agree with Mr. Mitchell and

MOAA witness Prescoit (MOAA-T-1) that the ECR cost coverage is too high and
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needs_ to be mitigated over time. | further beiieve that other changes, such as
narrowing the Saturation letter-flat piece-rate differential and reducing the pound
rate, would be justified as shown in my rebuttal analysis. For the time being,
however, the SMC and ADVO are willing to accept these rates — including the DAL
surcharge which by itseif has huge implications for Saturation flat mailers — as being
balanced among competing interests. Further, the SMC has the hopeful expectation
that the Postal Service will meet the industry halfway by allowing a “simplified but
certified” addressing alternative on city delivery routes as described by SMC witness
Gorman. This will enable maximum conversion of DALs and resuit in greater USPS
cost savings than currently foreseen while minimizing the rate impact on Saturation
flat mailers.

However, to the extent the Commission considers departures from the USPS-
proposed ECR rates, it should avoid the severe rate distortions proposed by Mr.
Mitchell, Dr. Ingraham, and Dr. Haldi. Rather, any changes for Saturation flats
should be in the more economically-efficient direction shown in my analyses
summarized above.

In Section Il, | rebut Mr. Mitchell’s flawed notion that ECR leiters and flats are
“separate products” that warrant a pricing markup greater than the cost differences.
His contention is based on glaring misconceptions about the nature of the markets in

which ECR mail competes. Application of his concept would result in imposing the

‘greatest rate burdens on the category of mail — Saturation flats — that is the most

price-sensitive of any ECR rate category.
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In Section Il | rebut Dr. Haldi's claims about the alleged impact of capacity
constraints on Saturation letier and flat city carrier delivery costs.

In Section IV, | rebut Mr. Mitchell's implication, based on Dr. Haldi's delivery
cost contention, that Saturation letters are unfairly “cross-subsidizing” Saturation
flats. In particular, | demonsirate that the rates for Saturation flats more than cover
even an extreme estimate of their incremental costs, and that under Mitchell's
“standalone cost” test, it is Saturation flats that are being burdened by excessive
rates.

Workpapers supporting the results presented in this rebuttal are included in

SMC LR-1. All workpapers cited in the text are Excel files that are included in SMC

LR-1. My qualifications are described in the Appendix.
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1. THE NAA AND VALPAK RATE DESIGNS ARE FLAWED

NAA witness Ingraham (NAA-T-2) and Valpak witness Mitchell (VP-T-1)

propose alternative ECR rate designs that are conceptually and factually flawed:

The unit costs they use to develop the Saturation on-piece-addressed flat
rate are incorrect and excessive, failing to account for the fact that on-
piece-addressed flats will not use a DAL.

The unit costs they use to develop all piece-rate differentials include
weight-reiated costs for pieces over the breakpoint.

Both propose pound rates that are too high.

Neither properly adjusts ECR/NECR attributable cost to reflect the cost
savings that will resuit from Saturation DALs eliminated from the system
as a result of the USPS-proposed DAL surcharge.

Neither of their rate designs provides for a DAL surcharge that should be
applied to the High-Density flats that also use DALs.

These flaws in Mr. Mitchell's and Dr. Ingraham’s rates, if accepted, would lead to

inefficient, biased rates, and the unintended loss of important USPS volume and

institutional cost contribution from Saturation flat mailers. A better set of ECR rates

can be designed generally foilowing Efficient Component Pricing (ECP) principles.

To illustrate the shortcomings of their proposails, | explain the proper

approach to ECR rate development, provide estimates of the correct cost of on-

piece-addressed Saturation flats and the maximum weight-related cost that the

pound rate is intended to cover, and present a more cost-based set of ECR rates.

Compared to their proposals, my more appropriate treatment of all the issues would:

Reduce the piece rate for Saturation on-piece-addressed flats;
Reduce the ECR pound rate;

Reduce the Saturation letter-flat piece-rate differential; and
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v increase the High Density-Saturation flat piece-rate differential.
| do not claim that my illustrative rates are “optimum” because | believe the pound
rate is stili too high and | have not adjusted the piece-rate differentials to eliminate
the impact of weight over the breakpoint. In addition, | agree with witness Mitchell
that the ECR cost coverage is too high, although my rates are designed to cover the

Pastal Service's proposed ECR institutional cost contribution. Nevertheless, by ECP

standards, the rate relationships | present are directionally and more appropriately

right. If the Commission decides it must make changes to the USPS-proposed ECR

rates, then it should make them in this direction.

A. ECP Principles Should Be Used To Develop The On-Piece-Addressed
Flat Rate And The Pound Rate

Under ECP, as espoused by Drs. Panzar and Sidak in this proceeding, rate
differences within a subclass should reftect cost differences.' This is so that mailers,
and businesses that use the services of those mailers, can make decisions that are
based on true mailing costs. This is particularly important in the saturation
advertising market where there is competition (1) between private delivery
alternatives and the Postal Service and (2) among some categories of ECR mail:

Saturation flats, Saturation letters, and High-Density flats.? Dr. Ingraham specifically

! Dr. Sidak uses the term ECP to apply to the correct pricing principles assoclated with developing
worksharing rates that he believes apply to the ECR shape-based density-related differences. He
agrees with Dr. Panzar that the same principles also apply to shape- and weight-related cost and rate

. differences as long as all categories are assumed to have the same “value.” (PB-T-1, pages 45-50;

Sidak responses to ADVO/NAA-T1-4 and -5)

? See, e.g., SMC witness Gorman's responses to NAA/SMC-T1-2 -5. Mr. Gorman uses a slightly
different term for the market: the “saturation mail industry,” or mailers involved in "the assimilation
and distribution of advertising matter from numerous retailers, service companies, and entrepreneurs
for mailings to consumer households, typically targeted by zip code in a manner that allows each
advertiser to select and reach potential customers within their unique service areas, often within a
few-miles’ radius of their business locations.” Mr. Gorman notes that Saturation flat mailers,
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notes the “potentially significant competitive rate advantage [Saturation mailers
could have] over newspaper Total Market Coverage programs that rely on High-
Density mail” if the incorrect USPS-proposed High-Density rate is imptemented.?
Mr. Mitchell simplistically and incorrectly denies rivalry between Saturation/High-
Density flats and letters.*

Thus, in the saturation advertising market, Saturation flat mailers could be
significantly hampered competitively vis-a-vis High-Density flats and Saturation letter
mailers if an excessively high Saturation on-piece-addressed flat rate (relative to
other ECR rates) is implemented. Indeed, the reason why the Saturation flat mailers
accept the DAL surcharge is because the DAL cost can then be eliminated from the
fiat rate, thus ensuring that the competitive position of on-piece-addressed flat
mailers is not hampered because other flat mailers use DALSs.

The same is also true of the ECR pound rate. In the saturation advertising
market, program mailers recognize the pound rate as their marginal cost of
becoming successful (i.e., attracting advertisers to their packages). In some cases,
the pound rate has become a form of “refusal pricing” since these mail programs, as
they become heavier, develop a tendency to go to alternative delivery, as noted by

Mr. Mitchell: ®

Sataration letter mailers, and newspapers/private delivery firms that also use mail for TMC programs
are all in that market. (Response to NAA/SMC-T1-3)

3 NAA-T-2, pages 2-3, lines 18 ff.

* See, @.g., response to ADVO/VP-T1-6.

S VP-T-1, page 82, lines 22-26. See also Mr. Gorman's testimony: “More than half of ait shopper
publications in the nation are delivered privately, outside the maiistream. Private delivery is also an
option that is used for distribution of shared mail programs. While SMC's members predominantly use
the mail, the botiom line on our distribution choice is our bottom line. We must remain competitive to
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Much of the mail that is candidate for being handled by aiternative carriers
weighs more than 3.3 ounces, and therefore pays the pound rates of either
ECR or Regular. Private carriers have less difficulty competing for relatively
heavy mail than for relatively light mail.

NN bhOQN-—>

However, because the ECR pound rate does not comport with ECP principles,

~l

mailers (and their advertisers) are getting incorrect signals about the true differences
8 between postal and alternate delivery marginal costs. They are, therefore, making
9 inefficient decisions. This is precisely the type of inefficiency Pithey Bowes witness

10  Panzar warns about.®

11 B. The Correct Cost for Saturation On-Piece-Addressed Flats And The DAL
12 Cost Savings Should Be Used To Set Rates

13 Based on USPS witness Kelley's LR L-67 unit delivery cost calculations, the
14  total TYBR delivery cost associated with Saturation DALs is nearly $187 million.”
. 15  When DAL mail processing costs are added in, the total DAL costs increase to $197

16  million.?

Because over 40% of Saturation flats currently use DALs, these DAL costs
17  have a major upward impact on the Saturation flat unit cost if included within that

18 cost. However, the purpose of the DAL surcharge is to encourage mailers to

19 eliminate DALs: (1) providing the USPS with cost savings from eliminated DALs and

20 (2) reducing the cost of Saturation flats that convert to on-piece addressing. These

21 cost savings must be reflected in the rate design.

stay in business, and if postal delivery becomes unaffordable or unsuited to our needs, we will have
_no choice but to pursue other alternatives.” (SMC-T-1, page 4, lines 13-19)

® PB-T-1, pages 45-47.

TUUSPS LR L-67, UDC Model.xls, Sheet 2.summary TY. See also Tr. 12.3511.

. 8 ADVO/USPS-T27-1.xls, ECR-BY&TYDAL, shows $10,217,000 in TYBR DAL mail processing cost

for Saturation fiats.
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No witness in this case disagrees with the Postal Service decision to institute
a DAL surcharge to motivate Saturation flat maiiers to eliminate costly DALs. While
the cost of the DALSs is clear, there has been some confusion regarding the cost of
on-piece-addressed flats. None of the ECR rate design witnesses use the unit cost
of on-piece-addressed Saturation flats. Instead, each incorrectly uses an averaged
Saturation flat unit cost that includes the full cost of both on-piece-addressed and
DAL-addressed flats (i.e., the total cost of all Saturation flats and all Saturation flat
DALs divided by Saturation flat volume). | call this the “Averaged” Saturation flat unit

cost.

(1)  The “Averaged” Saturation Flat Unit Cost Used By Ingraham And
Mitchell Is The Wrong Basis For The On-Piece-Addressed
Saturation Flat Rate

All ECR rate design witnesses appear to recognize that they are using
the “Averaged” Saturation flat cost. Mr. Mitchell, like USPS rate design witness
Kiefer, tries to account for that fact by increasing the piece-rate difference between
High-Density and Saturation flats more than the difference between their unit costs.?
Dr. Ingraham, in contrast, attempts to recognize some test year cost savings (from
DAL eliminations) in the "Averaged” Saturation flat cost by making some simplistic

assumptions.’® Each approach is a rough, imprecise attempt to recognize that on-

% USPS LR L-36, WP-STDECR-R0621.xIs (Kiefer); VP-T-1, pages 175-176.

Yor Ingraham provides two alterative sets of rates: the first one assumes no DAL conversion while

the second one assumes 75% DAL conversion. For the latter, he adjusts the “Averaged” Saturation
flat cost to remove what he believes will be the cost savings associated with that conversion. Under
that scenario, he develops a set of rates that arbitrarily assume that if 75% of the DALs leave the
system, only §0% of his estimate of the total DAL cost will be saved (i.e., a cost elasticity of 1.25%).
See NAA-T-2, pages 19-20, lines 15ff. For some raason, though, he does not recognize the city in-
office or mail-processing DAL costs that are also averaged into the Saturation flat cost. Still, in both
cases, his rate for Saturation on-piece-addressed flats covers the full cost of all DALs he believes will
be left in the system in the test year.
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10

piece-addressed Saturation fiats cost less than the “Averaged” Saturation flat and
shouid therefore be priced at a lower level.

In all three cases, their proposed piece-rates for on-piece-addressed
Saturation flats still include the cost of DALs remaining in the test year and then the
DAL surcharge covers some of that same DAL cost again.”' This is unacceptable
and resuits in the following:

= On-piece-addressed Saturation flat mailers would be overcharged,
potentially harming their competitive positions.

= Even if all DALs are eliminated as a result of the new surcharge, on-piece-
addressed Saturation flats would still cover the phantom DAL costs.

» The on-piece-addressed Saturation flat rate would be skewed upward
relative to the rates for all other ECR on-piece-addressed mail categories
with which those mailers compete.

The correct approach, consistent with ECP principles, is to base the rate for -

on-piece-addressed Saturation flats on their costs, excluding the costs for DALs they
do not use. This ensures that (1) mailers and their customers make the correct

decisions concerning postal usage, (2) mailers that switch from DALSs to on-piece

addressing are properly rewarded, and (3) competitive relationships are not harmed.

(2) The Correct Unit Cost For Saturation On-Piece-Addressed Flats
And Cost Savings From DAL Elimination

The unit cost of on-piece-addressed Saturation flats (and the resulting

cost savings from eliminating DALs) depends upon how the flats that convert from

-DALs to on-piece-addressing will be handled operationally. Mr. Kelley (USPS-T-30),

who developed the unit delivery costs by rate category in USPS LR L-67, provided

"' The DAL surcharge does not cover all of the unit cost of a DAL, but that was done to moderate the
impact on mailers that continue to use DALS.
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11

Dr. Kiefer (USPS-T-36) with only the “Averaged” Saturation flat unit delivery cost that
assumes zero DAL conversion.

However, an on-piece-addressed Saturation flat (city plus rural) unit delivery
cost can be estimated based on (1) the unit delivery cost model in USPS LR L-67
and (2) the testimony of both USPS witnesses Kelley and Coombs. Mr. Kelley and
Ms. Coombs have testified that they believe all city carrier costs caused by DALs
can be saved if all DALs are eliminated and the flats are addressed on piece."
Thus, the city carrier delivery cost for Saturation flats (excluding DALs) does not
change from that already estimated in USPS LR L-67.

More explanation for the rural delivery cost is required, though. On rural
routes, Saturation flats can be taken out as either (1) city-style-addressed flats or (2)
simplified address/boxholder flats. City-style-addressed flats cost substantially more
than boxholder flats. The unaddressed flats associated with DALs are considered
by the Postal Service to be boxholder mail. When DAL flats on rural routes convert
to on-piece-addressing, there is a concern that they will then become city-style
addressed flats (i.e., the cost of the flats will shift from low-cost boxholder to high-
cost city-style-addressed flats). This concern arises from mailer reaction to
legislation, passed a few years ago, that requires them to respect “do-not-deliver”
(DND) requests.’ As a result of that legislation, and without realizing that they were

actually increasing postal rural delivery costs (and thereby their own postal rates),

"Saturation flat mailers have been switching away from simplified-address/boxholder

12 USPS-T-44, page 13 (Coombs); and Tr. 12.3515-3516 and 12-3538-37 (Kelley).

" The Deceptive Mail Prevention and Enforcement Act, PL 106-168.
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12

flats to city-style addressed flats in order to respond to an extremely limited number
of DND requests.™

Recently, the Saturation Mailers Coalition and the Postal Service have been
discussing procedures whereby Saturation flat mailers can mail boxholder flats on

rural routes and still respond to the smali number of DND requests on those routes.

~ Their intent is to enable Saturation flat mailers to mail on-piece simplified-

address/boxholder flats on rural routes and, thereby, avoid the unnecessary postal
cost associated with city-style addressing of those flats.® The Postal Service has
recently stated to the SMC that it is committed to implementing such a procedure
that will enable mailers to identify DND addresses on rural routes so that they can
utilize simplified addressing.

Consequently, there is no reason to believe that the rural delivery cost of
Saturation flats, without the DALs, will differ from that already estimated in USPS LR
L-67. In other words, the combined city plus rural unit delivery cost for ECR
Saturation ftats (minus DALs) in the USPS LR L-67 Unit Delivery Cost Model can be
used as the Saturation on-piece-addressed flat delivery cost.

In subsection E at the end of this section, [ provide a set of ECR rates
whereby the Saturation flat piece rate is developed using the correct on-piece-
addressed Saturation flat delivery cost. The ECR rates are also based on the

conservative assumption that only 50% of Saturation DAL flats will convert to on-

* Based on discussions with and information from SMC members, the number of DND requests on
rural routes is a tiny fraction of total addresses, ranging from a high of about one DND per carrier
route down to less than a hundredth of a percentage point of addresses.

'® See Mr. Gorman's response to NAA/SMC-T-2.
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13

piece addressing in the test year (i.e., 50% of Saturation DALs will remain in the
TYAR system).®

As discussed above, the total TYBR cost associated with DALs is $197
million. In developing the corrected rates, | assume 50% of those TYBR DAL costs
are saved (corresponding to the 50% of DAL volume that is eliminated), adjust them

to TYAR levels, and deduct them from the ECR attributable cost used in rate design.

C. All ECR Flats Using DALs Should Also Pay The DAL Surcharge

In this rate case, it has become apparent that some ECR High-Density mail
also use DALs. | estimate that 4.86% of Hi-Density non-letters use DALs."”
However, the ECR rate design witnesses have applied the DAL surcharge only to
Saturation DALs."® This is clearly incorrect. To the extent that Hi-Density (and
Basic-Rate) flats also use DALs, they should also be subject to the same DAL
surcharge that applies to Saturation flats.”® This is the only reasonable way to
ensure that postal rates remain unbiased with respect to the price signals provided

to the saturation advertising market. In developing the rates presented below, i

'® This is an extremely low, conservative estimate. Mr. Gorman estimates that there will be
substantial reduction in the number of DALSs in the system, in excess of 70%. (VP/SMC-T1-6). In
fact, just two mailers, ADVO and Harte-Hanks, who have both announced their intention to convert
from DALSs to on-piece-addressing, represent over 87% of the estimated number of DALs in the
system in R2005. (See ADVO-LR-1, R0O5_DAL_Estimates.xls, Sheet 1, in R2005-1.)

"' Based on response to VP/USPS-2, revised 8/23/06, and calculated in SMC LR-1, AC-WP-

STDECR.xls, inputs. The percentage is from a four-month period of March-June 2005,

'® See USPS Request for a Recommended Decision, Attachment A, page 21, note 7. The DAL
surcharge unfairly appites only to Saturation mail.

' Dr. Sidak agrees, response to ADVO/NAA-T1-6.
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assume that the estimated TY High-Density DALs will be charged the 1.5-cent DAL

surcharge.?

D. The ECR Pound Rates Proposed By Dr. Ingraham And Mr. Mitchell Are
Excessive

Because the ECR pound rate is critical to High-Density/Saturation maiters in
the saturation advertising market, it warrants serious consideration. The Postal
Service recognizes that the ECR pound rate is too high and Dr. Kiefer's rate
proposal reduces that rate very slightly. However, Dr. Ingraham uses the current
pound charge of 64.3 cents rather than the Postal Service’s proposed 64.1 cenis on
the ground that Kiefer offers no reason for changing the pound rate. Mr. Mitchell, on
the other hand, adopts the Postal Service’s proposed pound rate, but then
substantially reduces all the piece rates because of his lower cost coverage
proposal. To this point, no witness has attempted to determine any quantitative
support for his proposed pound rate or to assess its impact on the market.

in ECR, the unit costs by shape and density level are based on total mail
processing plus delivery cost, adjusted to reflect origin-entry level. Those unit costs
by rate category, therefore, are an average of the costs for pieces below and above
the 3.3-ounce breakpoint. This means that rate category unit costs inciude the effect
of weight over 3.3 ounces for pound-rated pieces; but that cost effect should be

recovered only in the pound rate. Recognizing these facts is important to

-understanding how the unit costs should be used in rate design and why the pound

rate is excessive.

210 the extent the surcharge eliminates High-Density DALs from the system, the variable cost
savings will exceed the revenue |oss and the Postal Service contribution from ECR wilt be increased.
For this reason, the adjustment to ECR rates is conservative.

11732
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Theoretically, when ECP principles are applied, {1) shape-density rates
should be designed to so that average piece revenue equals average piece cost
and, therefore, (2) each shape-density rate category generates the same average
piece contribution to institutional cost.?! Thus, the ECR pound rate should be based
on the cost of weight over the breakpoint and the ECR piece rate differentials should
be based on the unit cost differences among piece-rated pieces.

In practice, however, the pound rate has been arbitrarily selected and the
piece rate differentials have been developed using unit cost differentials that include
the cost impact of weight over the 3.3-ounce breakpoint. When the unit cost
differentials are passed-through 100%, as Mr. Mitchell and Dr. Ingraham have done,
those piece-rate differentials are overstated. This is particularly relevant to the letter-
flat piece rate differentials because, relative to letters, a considerable amount of flat
volume exceeds the breakpoint and pays the pound rate. When the pound revenue
from flats is included in the average flat revenue by rate category, the average
revenue difference between letters and flats substantially exceeds the average cost
difference.?? This is contrary to ECP principles and results in inefficient price signals
that are biased against flats and pound-rated mail.

Part of this rate design problem is caused by the 100% passthrough of cost

differences to piece rate differences. But, the major cause of the problem is that the

' See, e.g., PB-T-1, pages 45-47, responses to VP/PB-T1-10 and -29.

22 This defect is hidden in Mr. Mitchell's conventional “presort tree” analysis because his “presort tree”
compares minimum-per-piece rates by shape and density level to unit costs that include weight-
related cost for pound-rated pieces. Thus, his “presort tree” analysis can falsely imply that a rate
design is efficient when clearly it is not.
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ECR pound rate is too high.”® Because of the breakeven constraint, if the pound
rate is too high, then the piece rates, in combination, are too low.

Given the substantial impact of the pound rate on mailers in the saturation
advertising market, it is particularly important to try to estimate the marginal weight-
related cost for pieces over the breakpoint. An extreme estimate of the maximum
ECR marginal weight-related cost can be made by simply assuming that all
Saturation flat cost is weight-related. This yields an origin-entry pound cost of
roughly 45.7 cents.?* Importantly, this estimate can be considered well above an
upper bound on the origin-entry pound cost. This is because the unit cost used
includes piece-related casing and delivery costs. Consequently, this estimate can be
considered well above an upper bound on the origin-entry pound cost.

By comparison, the current origin-entry pound rate of 64.3 cents selected by
Dr. Ingraham as well as the USPS proposed pound rate of 64.1 cents are excessive.
And, Mr. Mitchell's retention of the USPS proposed pound rate of 64.1 cents, while
reducing all other ECR piece rates, is completely unfounded and self-serving,
permitting the full rate level reduction he is proposing to flow-through only to piece

rates. The proposed pound rates clearly exceed an ECP-consistent rate.

2 Mr. Mitchell recognizes this problem but still proposes 100% passthrough of the letter-flat unit cost
differentials as well as a high pound rate. He implies that the 100% passthroughs are acceptable

, because weight-related costs are not large. (VP-T-1, pages 178-179, see especially footnote 65) Yet

if that is the case (and | agree with him on this point), then he should have reduced the pound rate by
at least the same amount as he reduced the piece rates.

% This estimate exciudes DAL costs, adjusts the flat mail processing cost to reflect USPS response to
POIR No. 21, Item 1, and uses the Saturation flat mail processing cost as described in the preceding
footnote. This cost also includes origin-entry transportation cost. (SMC LR-1, AC-WP-STDECR.xls,
Inputs, rows 86-110.)
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E. ECR Rates Based On The Correct Saturation On-Piece Addressed Flat
Cost And ECP Principles

The rates | have developed in SMC LR-1 (as shown in the tabie below)
demonstrate the effect of using the correct unit cost for Saturation on-piece-
addressed flats, recognizing the DAL cost savings, and lowering the pound rate
slightly. The latter is not as low as it should be, but it is a reasonable step in the
right direction. In developing these rates, | set piece rate differentials at 100% of unit
cost differentials, even though this passthrough overstates the true cost differences
among piece-rated pieces in the various ECR rate categories.?® On the other hand, |
have kept the dropship discounts at the lower USPS-proposed passthrough
amounts, even though | agree with Postcom witnesses Glick and Pursley that 100%
dropship passthroughs are more appropriate.

The resulting rates conservatively assume 50% conversion of DALs to on-piece-
addressing in the test year and the followi rig features:

= Use of the de-averaged High-Density and Basic-Rate letter and flat delivery
costs

* Use of de-averaged High-Density and Saturation letter and flat mail
processing costs®’

%5 As discussed in subsection D above, the unit costs used to derive the rate differentials are not
precise because they reflect weight-related cost for pieces over the breakpoint. However, t do not
have sufficient information to make any other decision conceming those piece-rate differentials. But |
do know that the pound rate is exceedingiy high and that it likely causes far more inefficiencies than
the imprecision in the piece-rate differences.

% See POSTCOM-T-1 (Glick) and POSTCOM-T-2 (Pursley) and responses to USPS/POSTCOM-T2-

2, -5, -6. In contrast to Mr. Glick's approach for Standard Regular, | beiieve that the 100%
passthroughs in ECR shouid not be offset by a higher pound rate. The ECR origin-entry pound rate
is too high already. However, strictly to ease the comparison to the other alternative sets of ECR
rates, | simply accept the USPS-proposed dropship passthroughs.

*" For High-Density/Saturation flats and letters, there is one mail processing unit cost estimate for
each shape and that is then adjusted to origin-entry level. | de-average that dropship adjustment to
reflect the average weight differences among these four shape-density categories. For ftats, the de-
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» Utilization of the on-piece-addressed Saturation flat cost

» The USPS-proposed DAL surcharge

» A DAL surcharge applicable to all ECR flats that use DALs

= Recognition of the Saturation DAL cost savings in ECR attributable costs

» Retention of the Postal Service proposals with respect to Automation letters
and eflimination of the DDU drop-ship discounts for all ECR letters

» Retention of the original Postal Service ECR/NECR institutional cost
contribution amount®®

= Retention of the equal Basic-Rate letter and flat piece rates for the Postal
Service's automation policy reasons®

» Development of parcel piece rates on the basis of the new information in
POIR No. 16, ltem 1.%

The rates were also designed to generate the same ECR/NECR contribution
to institutional cost as proposed by the USPS. Due to the DAL cost éavings, these
rates generate a volume-variable cost reduction of over 3% due to the DAL cost

savings and a 216.6% cost coverage.

averaged mail processing costs exclude DAL costs and are adjusted to reflect USPS response to
POIR No. 21, item 1. See SMC LR-1, Wt_Adj_LR_L-84.xls, ECR Drpshp Adj.

%8 | do not attempt to develop any particular rate structure within NECR but simply adjusted a few
NECR rates to ensure correct overall NECR vs. ECR rate level and total ECR/NECR contribution.

2 Although the Basic-Rate letter piece rate is equal to the Basic-Rate fiat piece rate, this does not
mean that the High-Density and Saturation letter rates are too high, as Mr. Mitchell implies. (VP-T-1,
page 122, lines 8-18). An adjustment is made so that the piece rates for the latter two rate categories
are in proper relation to the piece rates of all other categories except that of the Basic-Rate letter.

'3 1 order to develop a total ECR rate design, decisions must be made regarding parcel piece rates.

The Saturation parcel rate is set at 9 cents more than the Saturation fiat rate, based on a 100%
passthrough of the estimated Saturation parcel mail processing plus delivery cost. The Basic/High-
Density parcel piece rates were set at roughly 28 cents more than the corresponding flat rates but,
even with the pound rate, they likely do not cover their costs. The parcel mail processing costs were
adjusted per the USPS response to POIR No. 21, item 1.
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1 ECR Rates Using Corrected Saturation Flat On-Piece Address Cost
2 And Recognizing DAL Cost Savings
3
i | Minimum | Mimom | Mioimum | Retofor | Ofdn | DBMC | DSCF | DDU
Per per per Per Pound- | "pate Rate | Rate | Rale
Piece Fiece Pizce Piece Rated
LETTERS
Basic 238 211 205 11.5 60.3 46.7 435
High-Den 17.6 14.8 14,2 52 80.3 46.7 435
Saturation 16.7 139 13.3 43 603 48.7 43.5
60.3 46.7 43.5
FLATS 60.3 48.7 435
Basic 238 291 205 19.7 115 60.3 48.7 43.5 39.8
High-Den 19.6 16.8 18.2 154 7.2 60.3 48.7 43.5 3a.8
Saturation 17.4 14.6 14.0 13.2 5.0 80.3 48.7 435 39.8
60.3 46,7 43.5 39.8
PARCELS 80.3 46.7 435 398
Basic 52.4 49.6 48.0 48.2 40.0 80.3 467 43.5 35.8
High-Den 47.8 45.0 44.4 43.6 354 60.3 46.7 43.5 39.8
Saturation 265 237 231 22.3 141 60.3 46.7 43.5 308

SMC LR-1, AC-WP-STDECR.xls

(e &) -

Despite the fact that these rates still are not in full accord with ECP principles,
7 they align ECR rates more closely to their underlying costs, as compared to the
8 other aiternatives. Thus, they have less bias and improve economic efficiency by

9 providing better price signals on which ECR mailers and participants in the

10 saturation advertising market can make decisions.
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i VP WITNESS MITCHELL’S PRODUCT PRICING CONCEPT IS NOT
EFFICIENT RATEMAKING

Essentially expanding upon his testimony on ECR rate design in R2005, Mr.
Mitchell (VP-T-1) proposes the use of what | term “Product Pricing” that involves
applying separate institutional cost markups for separate products within the same
subclass. He claims that this is required because ECR letters and ECR fiats, though
both are included within the same subclass, are different products in terms of their
cost and demand characteristics.®’ Consequently, he proposes an approach that
would effectively mark up, by the same percentage, ECR letter and flat “products” in
order to cover the ECR assigned amount of institutiénal costs. Apparently, he
believes this approach would improve the resource allocation efficiency of ECR
rates.

Further, he believes the markups should be applied to the most costly density
level for each “product” — the origin-entered Basic-Rate piece cost. In practical
terms, he would accomplish this by marking up the unit cost difference between
origin-entry Basic-Rate Flats and origin-entry Basic-Rate Letters by the subciass
markup percentage and assign this difference to the fiat “product.” Then, within
each shape grouping, he would use a maodified Efficient Component Pricing (ECP)
approach to determine the rates for the lower-cost rate categories in each product

grouping.®®  In this rate proceeding, he proposes an ECR cost coverage of 177%

¥ VP-T-1, page 118.
* \/P-T-1, page 178 and responsa to ADVO/VP-T1-5,

% VP-T-1, page 178, responses to ADVO/NVP-T1-7 and -8.
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but chooses to use 100% to mark up the origin-adjusted Basic-Rate letters and flats,
which he claims is less than optimum.3*

| have explained in Section | that his proposal to assign 100% of the full letter-
flat unit cost difference to the minimum per piece rates, while retaining a high pound
rate, clearly overstates the letter-flat piece rate differential and overstates the pound
rate that is applied mostly to flats. In this section | explain why | disagree with his
broader “Product Pricing” concept.

In summary, Mr. Mitchell’'s “Product Pricing” concept is rife with problems and
completely unacceptable:

* His letter vs. flat “product” distinction is dependent upon simplistic and
incorrect assumptions regarding market and demand conditions. He ignores
far more appropriate “product” groupings within ECR, for example High-
Density/Saturation flats. ' .

» |f resource allocation efficiency is the objective of his “Praduct Pricing”
concept, then flats, particularly High-Density/Saturation flats, should be
marked-up much less than letters. But, application of his concept would do
just the reverse.

*  When developing rates within a subclass, the accepted approach, as clearly

explained by Dr. Panzar in this proceeding, is to employ ECP princi

J)Ies that
tend toward equalizing unit contributions from all subclass pieces.* This
improves the productive/technical efficiency of subclass rates and avoids
biasing rates in favor of any one mailer-competitor. However, ECR flats
already make a larger unit coniribution than do ECR letters and Mr. Mitchell's

“Product Pricing” concept would increase that letter-flat disparity even more.
As a result, Mr. Mitchell's “Product Pricing” concept and implementation would not

improve efficiency. This is particularly the case for High-Density/Saturation flat rates

"where his approach would cause the highest percentage markups and highest unit

3 VP-T-1, page 178.

% PB-T-1, pages 45-50 and response to VP/PB-T1-29.

11739




o o

10
11

12

14
15
16
17
18
19
20
21
22
23
24
25
26
27
28

22

contributions, sending extremely inefficient price signals to mailers, advertisers, and
private delivery carriers in the saturation advertising market. The approach would
bias postal rates for some mailer/competitors in favor of others. And, for Saturation
fiat mail that makes the greatest contribution to institutional cost within ECR, it would
unnecessarily restrict growth and encourage further diversion to private delivery

alternatives.

A. Correct Measures of Efficient Pricing Refute Mr. Mitchell’s Claim Of
Discriminatory Rates

(1) Correct Efficiency Measures

Since Mr. Mitchell attempts to improve the economic efficiency of ECR
rates, it is appropriate to review how an improvement can be measured. With
respect to rate efficiency, there are two accepted economic ratemaking concepts
that apply:

* Ramsey Pricing. Ramsey pricing is used to allocate institutional cost
contribution among the various subclasses on the basis of postal own-
price elasticities and cross-price elasticities. In this approach, subclasses
that have high own-price elasticities should have a lower mark-up than
those with lower own-price elasticities. This results in efficient resource
allocation by “. . .maximizing the sum of economic profits accruing to
industry participants plus the consumers’ surpius accruing to final
consumers.”® Mr. Mitchell's “Product Pricing” concept appears to be an
intra-subclass version of Ramsey Pncmg

= Efficient Component Pricing. ECP is used to develop rates within a
subclass by setting rate differentials among various rate categories on the
basis of cost differentials. This resuits in productive or technical efficiency
whereby mailers can minimize their end-to-end distribution costs by
making their selections among the various postal services and products

%% PB-T-1, page 47, lines 13-16; see also Mr. Mitchell's extensive discussion in VP-T-1, pages 42-53.

¥ This is clear from Mr. Mitchell's preoccupation with efficiency of resource allocation and markups
over cost. See VP-T-1, pages 42-53 and response to ADVO/VP-T1-10.
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on the basis of their actual cost differences.* In circumstances where
mailers within the subclass compete among themselves, the use of ECP
principles can contribute to dynamic efficiency by avoiding rates that are
biased for or against particular competitors. Mr. Mitcheli uses modified
ECP principles to develop piece rates within each of his “product’
groupings.

As discussed by Dr. Panzar, Ramsey Pricing requires the use of precise cost
and demand information while ECP requires only precise information on costs of the
various rate elements and categories. For ECR, there is only one postal own-price
elasticity, developed by the USPS for use in determining TYBR and TYAR subclass
volumes. That own-price elasticity should be considered a volume-weighted average
of the price elasticities of each ECR mailer. With respect to costs, however, there is
cost information for many of the ECR rate categories, although the information is not
as precise as ECP requires.

When Ramsey Pricing is correctly implemented, subclasses (or products} with
higher postal-price elasticities have lower cost markups than those with lower postal-
price elasticities.® When ECP is correctly implemented within a subclass, all rate
categories within a subclass have the same per piece cost contribution.*® These are

the appropriate benchmarks against which | review Mr. Mitchell's proposed ECR rate

impacts on efficiency.

(2) Mr. Mitchell’s Rate Discrimination Claim Is Wrong

To support his “Product Pricing” proposal, Mr. Mitchell chooses a third

‘benchmark. He cites Dr. George Stigler to imply that rates for two products “like

* PB-T-1, pages 45-47.
* PB-T-1, page 48, lines 1-11.

“PB-T-1, pages 46-47, lines 3ff; see also respanse to VP/PB-T1-29,
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letters and flats, in the same subclass” are discriminatory if they do not have equal
price to cost ratios.*’ However, Dr. Stigler recognized that: “Some economists
prefer the slightly different definition: prices are discriminatory if the difference in
price is not equal to the difference in marginal cost.”

Actually, there are a number of highly respected economists in the regulated
ratemaking field, in addition to Dr. Panzar, that prefer that alternate definition, as it
relates to intra-subclass rates. In Principles of Public Utility Rates, Dr. James
Bonbright et al. note obvious deficiencies in Stigler's preferred definition:*

. . . the proportionality [revenue to cost] definition has obvious deficiencies.

For it would embrace some rate relationships that have the same distorting

influences in affecting consumer choice among al{ernative services which

economists associated with the practice of discrimination. . . .

One of the major objectives of sound public utility ratemaking policy is that of

bringing rates for substitute services into proper relationship, so that

consumers will not be led to make an economically distortionate choice
between alternatives. . . . But as long as rates are . . . proportional to marginal
costs, the price differentials will exceed the cost differences — an excess
which may lead many consumers to make an uneconomic choice of the less
costly alternative. Recognition of this situation has led some writers to reject
the proportionality definition of nondiscriminatory rates in favor of a cost-
differential definition.

Further, Dr. Alfred Kahn in The Economics of Regulation concurs but
provides a slightly different perspective on the appropriateness of rate differences

equaling cost differences. It is particulanly relevant where mailers in various ECR

categories compete on virtually a daily basis with each other:*

4" VP-T-1, pages 105-1086.

2 James C. Bonbright, Albert L. Danielsen, David R. Kamerschen, Principles of Public Utility Rates,
Second Edition, Public Utility Reports, Inc., Arlington, Virginia, 1988, pages 524-525.

“ alfred E. Kahn, The Economics of Regulation, The MIT Press, Cambridge, Massachusetts, 1988,
Volume |, page 174. “Natural entitiement” means having access to a natural advantage such as “. . .
homeowners in the process of deciding on a new heating system, who have the opportunity to instalf
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Where the customers are in direct competition with one another and the
favored buyers enjoy no such “natural entitement” to the lower rates, the
rates charged them should differ only by the absolute amount of the
differences in the incremental costs of serving them.

Thus, Mr. Mitchell's implication that ECR letter and flat rates are unfairly
discriminatory if they do not have equal price-to-cost proportions is simply wrong.
B. Mr. Mitchell’s Letter And Flat “Products” Are Not Based On Real-World

Market And Demand Conditions

(1)  Mr. Mitchell’s Letter and Flat “Products” Are Constructed To Fit
His Purpose

Mr. Mitchell provides a very vague and inconsistent explanation of
what he means by separate “products:™
. If two categories tend to look like separate products, to be processed in
separate mailstreams, 10 have different costs, to be purchased in markets that
are arguably different, and to have relatively low cross elasticities, they tend
to be separate products.

Mr. Mitchell's “Product Pricing” concept is an attempt to éppiy the simple .
inverse elasticity (IER) rule of Ramsey Pricing to letter and flat “products” in the ECR
subclass.®® Since Ramsey Pricing applies to subclass markups, he needs to
position his letter and flat “products” so that they appear to have sufficient cost-
based and market-based distinctions of the kind that warrant separate subclass

treatment. Unfortunately, although he claims that they serve different markets, he

needs to also assume that his two “products” each have the same average ECR

oil at favorable rates, or by large users of communications services who have a choice of installing

their own, private microwave systems.” (page 174) One could claim that High-Density/Saturation
flats have access to a natural advantage — the availability of private delivery alternatives.

“ Response to ADVO/VP-T1-6(a).

% The IER uses only own-price elasticities and assumes that there are zero cross-price elasticities.
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postal price elasticity (and little cross-price elasticity) because he wants to apply the

IER equal cost markups to each.”® This is where his construct breaks down.

(2) Mr. Mitcheli Ignores Real-World ECR Letter And Flat Market And
Demand Information

Mr. Mitchell’'s product groupings and price elasticity assumptions show
that he either does not understand or ignores the available market and demand
information on ECR mail.*’ There is information in this case that sheds additional
light on the relative market and demand characteristics of mail within the ECR
subclass:

= Mr. Mitchell presents information that shows that Saturation flats, in particular,
and ECR flats in general have greater price elasticity than other mail in the
ECR subclass. He observes that private delivery is an available alternative for
many Saturation flat mailers, that much of the mail that is a candidate for
being handled by alternative carriers weighs more than 3.3 ounces or has
more than 24 pages (e.g., catalogs}, and that many ECR letters do not have
private delivery available to them.*® Moreover, Mr. Pete Gorman in this case
also notes the extensive use that Saturation Shopper publications (i.e., flat
shapes) make of private delivery.*

» There is a strong rivalry between ECR Saturation and High-Density Flat
mailers for advertising customers and such customers can easily shift
between a Saturation mait program and a newspaper TMC program. NAA
witness Ingraham also explains the competition between Saturation and High-

* Responses to ADVO/VP-T1-10 and -11. If the “products” do not have the same price elasticity
and/or if there is cross-price elasticity, then Mr. Mitchell cannot apply equal percentage markups to
them and still claim that he is improving resource ailocation efficiency. Separately, please note that in
response to ADVO/NVP-T1-11(d) which guestions his assertions of low ECR letter-flat cross-price
sensitivities, he cites USPS witness Thress's Standard letter-flat share equations do not recognize
any cross-price sensitivities but there are no letter-flat share equations for ECR.

_* In actuality, Mr. Mitchell admits that he knows little about the market and demand conditions for

ECR mail. Tr.25.8952, -8954, -8961.

** VP-T-1, pages 57 (lines 1-2), 59-60, 82 (lines 22-26), 84-85, and response o ADVO/VP-T1-16.
Despite this information, Mr. Mitchell claims that he has no information on “comparative price
sensitivities™ of ECR letters and flats. Response to ADVONP-T1-11 (a-b).

* SMC-T-1, page 4 (lines 13-15) and response to SMC-T1-3(d) and 4.
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Density flat rate categories in the Total Market Coverage market.*® This also
supports the notion of greater price elasticity for flats than for letters.

» ECR letter-shaped mail sometimes becomes a rated “flat” by exceeding the
3.3-ounce breakpoint and sometimes also exceeding the 3.5-ounce
automation-compatibility breakpoint. Even Valpak mails letter shapes that
exceed these breakpoints.’! In R2005, Mr. Godfred Otuteye explained that
Money Mailer, the second largest Saturation ietter mailer in the system (after
Valpak) often exceeds those breakpoints and its competitive positioning is
very much affected by Saturation flat rates.>

» Mr. Pete Gorman from Harte Hanks states that Saturation letters are part of
the saturatlon mail industry that also includes Saturation and High-Density
flats.>® Within this industry, these mailers compete with each other for many
of the same advertisers (e.g., local retailers and service companies).>* And,
conversely, local retail and service companies may consider both letter and
flat mail programs as potential means to deliver their advertising.
Accordingly, three important conclusions can be made from the above. First,

Mr. Mitchell's division of ECR mail into letter “products” and flat “products” is
extremely simplistic and likely would not fit the criteria for separate subclass

treatment.®® Second, saturation advertisers make choices among ECR High-

30 NAA-T-2, pages 2-3; response to NAA/SMC-T1-3. Mr. Mitchell also recognizes this strong rivalry.
Tr 25.89054-55, -8992-93 and responses to ADVO/NVP-T1-17 and -18.

*! Response to ADVO/VP-1; 7.2% of Valpak’s letter coupon program mail were over the 3.3-ounce
breakpoint, 4.6% were over 3.5 ounces,

*2 See ADVO-RT-2 in R2005. Mr. Otuteye also offers similar testimony in this case in PostCom-T-8.

5% He describes this industry as referring to mailers Involved in “the assimilation and distribution of
advertising matter from numerous retailers, service companies, and entrepreneurs for mailings to
consumer households, typically targeted by zip code in a manner that allows each advertiser to select
and reach potential customers within their unique service areas, often within a few-miles’ radius of

. their business locations.” SMC-T-1, page 3 (lines 14-18), and response to NAA/SMC-T1-3.

* Response to NAA-T-3(i).

55 When asked whether all ECR letters are one product and, separately, whether all ECR flats are
one product, Mr. Mitchell answered bath: “Basically, yes.” However, he then admitted that “a case
could be made for giving separate recognition in rates” to saturation letters and saturation flats “for
competitive reasons.” Responses to ADVO/VP-T1-7 and -8, Tr. 25.8950.
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Density/Saturation letters and flats.*® Third, the high degree of competition between
High-Density and Saturation flats and between High-Density/Saturation flat postai

service and alternative delivery services means that the own-price elasticities of

High-Density/Saturation flats are higher than those of any ECR letter category.”’ Mr.

Mitchell is wrong to assume that ECR flats and letters have the same own-price
elasticity and he is wrong to assume that ECR High-Density/Saturation letters and

flats do not compete in the same market against each other.

(3) High-Density/Saturation Flats Warrant Separate Product
(Subclass) Treatment

By contrast to Mr. Mitchell’'s contrived product groupings, for purposes
of separate (subclass) institutional cost markups, there is at least one, far more
logical grouping within ECR that could be considered as a separate “product.” This
consists of High-Density/Saturation fiats. They clearly have very similar postal cost
characteristics and they serve the same saturation advertising market. They have
considerable cross-price elasticities, high own-price elasticities, and have a viable
alternative to postal delivery. They differ substantially from Basic-Rate mail and
differ less substantially from High-Density/Saturation letters. If Mr. Mitchell’s
“Product Pricing” concept is accepted by the Commission, it should, at a minimum,
consider High-Density/Saturation flats as a separate “product” warranting separate

markups. Far better from an efficiency standpoint, if there are any ECR “products”

“ that the Commission believes warrant separate markups, they should be converted

% Mr. Mitchell agrees. Tr. 25.8951-53, -8953, -8956-57, -8977.

37 Mr. Mitchell also agrees that there are Saturation-to-High-Density flat program mail cross-overs that
are influenced by postal rate differences. Tr. 25-8892-93, -9030-33. He also appears to recognize
that there are relatively few, if any, Saturation letter mailers that use altemnate delivery services.
Tr.25.8973.
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into separate subclasses where their true costs and market/demand characteristics

can be explicitly recognized.

C. Mr. Mitchell’s “Product Pricing” Concept Will Not Improve Rate
Efficiency

Mr. Mitchell develops a set .of ECR rates based on his proposed 177% cost
coverage. However, he does not fully implement his proposed “Product Pricing”
approach. Instead of marking-up the origin-entered Basic-Rate letter and fiat unit
costs by 177%, as he claims is appropriate, he just passes through 100% of the cost
difference between the two unit costs to their minimum-per-piece rate différences.

Mr. Mitchell then claims that letters are not receiving favorable treatment
under his rate design and uses, as proof, the following comparison of letter and flat
TYBR coverages at the origin-entered Basic-Rate and origin-entered Saturation

levels for his proposed ECR rates:*®

ECR Letters ECR Flats
Origin-Entered Basic-Rate 193.1% 194.5%
Origin-Entered Saturation 200.8% 232.5%

These comparisons, however, provide no useful information on the bias or efficiency
of Mr. Mitchell's rates for two reasons. First, regardless of which efficiency
benchmark is selected, he does not make the correct comparison between cost and
revenue. Second, as discussed above, his efficiency benchmark of equal cost

coverages is wrong.

58 VP-T-1, page 182.
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(1)  Correct “Product” Cost And Revenue Comparison

If one wants to compare cost coverages (markups) or unit contributions
for individual “products,” the comparisons should be based on total product revenue
and total product variable cost, not on the cost and revenue from one rate
element/category within each “product,” as Mr. Mitchell has done.>® The following
shows the correct ECR letter and flat “product” comparisons using Mr. Mitchell's
proposed ECR rates:®°

Cost Coverage And Unit Contributions From VP-Proposed Rates —
100% Letter-Flat Passthroughs To Piece Rates

Cost Coverage Unit Contribution
ECR Letters 182.9% 5.7 cents
ECR Fiats 188.5% 8.1 cents
Hi-Density/Saturation Letters 238.8% 6.1 cents
Hi-Density/Saturation Flats 239.5% 8.5 cents

(2) Comparison To The Correct Efficiency Benchmark

The greater cost coverage and higher unit contributions from flats
indicate that Mr. Mitchell's proposed rates diverge considerably from both the
Ramsey Pricing/iER and the ECP benchmark. As discussed above, under Ramsey
Pricing/IER, more price-elastic products should have lower markups/coverages
compared with less price-elastic products. This means ECR flats and particularly
ECR High-Density/Saturation flats should have lower markups than ECR letters.

The reverse is true of Mr. Mitchell’s rates.

s As discussed in ADVO-RT-1 (pages 13-17) in R2005-1, a “product’s” total costs and total revenues

must be compared. Mr. Mitchell compares only total costs of origin-entry letters and flats.

% See SMC LR-1, VP-RO6LR-L-84Product_Costs.xls, VP Results w-DALs. The costs include all
transportation, mail processing and delivery costs. They also include alt DAL costs and revenues. If
there is a conversion of roughly 75% of DALs in the test year, then Mr. Mifcheil’s flat rates generate
aven higher flat cost coverage. Mr. Mitchell’s incorrect treatment of the Saturation flat on-piece-
addressed rate is discussed in Section | above.
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Under the ECP approach, each rate category should have an equal unit
contribution. However, Mr. Mitchell’s rates clearly bias postal rates in favor of letter
competitors and to the benefit of private delivery carriers. Clearly, Mr. Mitchell’'s
proposed flat rates include a much larger unit contribution. In large
part, the bias against flat rates is caused by Mr. Mitchell’s proposal to retain a high
pound rate while decreasing the piece rates considerably.®’

Finally, to show the even greater distortions that implementation of Mr.
Mitchell's broader concept would generate, | have for illustrative purposes adjusted
his rate design to reflect his insistence that the ECR cost coverage of 177% (rather
than just 100%) should be applied to both the origin-entered Basic-Rate letter and
flat unit costs. If that were done, the resulting coverages and unit contributions
would be as follows:*

Cost Coverage And Unit Contributions From VP-Proposed Rates ~
177% Letter-Flat Passthroughs To Piece Rates

Cost Coverage Unit Contribution
ECR Letters 162.4% 4.3 cents
ECR Fiats 192.9% 8.5 cents
High-Density/Saturation Letters 206.9% 4.7 cents
High-Density/Saturation Flats 246.1% 8.9 cents

These figures assume that all DALs and DAL revenues remain in system.

®1 As noted in Section 1I, Mr. Mitchell's proposed ECR pound rate is excessive. To investigate the
impact of that pound rate, his rate design was adjusted to reduce the pound rate from 64.1 cenfs to

55.0 cents. Making that one change, and letting the rest of his rate design accommeodate it, resulted
in the following:

Cost Coverage Unit Contribution
ECR Letters 187.2% 6.0 cents
ECR Flats 185.6% 7.9 cents
Hi-Density/Saturation Letters 245.4% 6.4 cents
Hi-Density/Saturation Flats 237.7% . 8.4 cents

These should be compared to Mr. Mitcheil’s rates with 100% passthroughs. it shows that lowering
the pound rate improves rate efficiency considerably, under either measure, but still not as much as it
can be improved. VP-RO6LR-L-84Product_Costs.xls, VP Results w-DALs&Lower Lb Rate.

% \P-RO6LR-L-B4Product_Costs.xls, VP Results w-DALs 177%.
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This last set of resuits shows that Mr. Mitchell's full-blown concept yields even
greater coverage and unit contribution from the so-called “flat products” and even
less from the “letter products” than compared to his actual rate proposal. Using
either the Ramsey Pricing (coverage) or ECP (unit contribution) benchmark, Mr.
Mitchell's full “Product “Pricing” implementation generates even greater bias and
economic inefficiency than evident in his actual proposal.

Clearly Mr. Mitchell’s fuil-blown “Product Pricing” concept, as applied to separate
ECR letter and flat “products,” does not improve rate efficiency and, when compared
to Mr. Mitchell's flawed partial concept implementation, would further reduce rate
efficiency by:

» Providing incorrect price signals to mailers, advertisers and private delivery
carriers,

» Biasing rates for some mailer/competitors in favor of others,

= Increasing rates for those portions of the subciass that are lowest cost and at
most risk for diversion to private delivery alternatives, and

= Encouraging inefficient entry of competitors to the Postal Service.
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. VP WITNESS HALDI'S ASSERTIONS ON THE IMPACT OF CITY CARRIER
CAPACITY CONSTRAINTS ARE UNREALISTIC

Valpak witness Haldi (VP-T-2) claims that the city delivery cost of Saturation
fiat mail is too low and the delivery cost of Saturation letter mail has been forced
upward because of the presence of Saturation flat mail. He implies that city carriers
are reaching or have reached their capacity to carry out to the street what are called
“sequenced bundles:” mailer-sequenced Saturation mail that has not been cased but
simply taken to the route for delivery. Based on that implication, Dr. Haldi argues
that: ®

= City carriers may have no further low-cost “sequenced bundle” capacity to
handle additional {marginal) Saturation flat mailings so those mailings will be
handled as higher-cost cased flats at least a portion of the time.

= The Postal Service is “bumping” all Saturation letters to DPS processing
because it wants to reserve its low-cost “sequenced bundle” capacity for

Saturation flats.

Dr. Haldi does not try to quantify the supposed “unders.tatemeht" of Saturation
flat city delivery cost but he makes it appear large and he implies that Saturation
letter costs will increase as a result of being DPSed.

Dr. Haldi greatly exaggerates the capacity constraint problem and
misconstrues the reason for DPSing Saturation lefters. First, the Postal Service has

sufficient “sequenced bundle” capacity to handle all Saturation mail suitable for such

handling. Saturation flats will continue to be carried out as “sequenced bundles.”

-Second, many Saturation letters are not suitable for “sequenced bundle” treatment

because of their physical characteristics, so the Postal Service has appropriately

decided to DPS as many of them as possible. This is the low-cost procedure for

8 VP-T-2, pages 56-73.
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Saturation letters. Although there may be some Saturation letters that could be
handled as “sequenced bundles,” it would be extremely inefficient for the Postal
Service, at the plant, to try to determine which Saturation letters were suitable and
which were not; so the most efficient decision is to DPS ali of them. The Postal
Service decision to DPS Saturation letters has nothing to do with city carrier
“sequenced bundle” capacity or the presence of Saturation flats. More importantly,
however, as more of Saturation letters are DPSed, their average délivery cost

should decline from its current level.

A. The “Sequenced Bundie” Capacity Limitations

City carriers usually have only two categories of mail to deliver: (1) DPSed
letters provided to the carriers as they leave for their route and (2) non-DPSed
letters and flats that have been cased together in a vertical flat case by the carrier.
However, the mechanism for delivering this mail differs according to the type of
delivery sections the carriers serve. When delivering to foot and park-and-loop
delivery sections where the carriers walk to multiple delivery points, they carry each
category of mail as a bundle while they walk, pulling mail for each delivery point from
the bundles as needed. When delivering to other delivery sections (curbline,
dismount, centralized, NDCBU), the carriers simply pull the mail from trays in their

vehicle when they arrive at a delivery point (or set of delivery points). In some

cases, they may take trays to a delivery point with multiple addresses (e.g., indoor

centralized or NDCBU deliveries). Most carriers have more than one type of delivery

point and more than one type of delivery section on their routes.
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For foot and park-and-loop delivery sections, carriers may carry a third bundle
of mailer-sequenced (uncased) Saturation mail. Due to labor agreement rules,
though, they may not be required to carry more than three bundles of mail while
walking. For other delivery sections, where mail is pulled from trays for delivery, the
labor agreement specifies no constraint on the number of mailer-sequenced,

uncased mailings the carriers may deliver.

B. Dr. Haldi’'s Marginal Flat Delivery Cost Concern Is Exaggerated

Due to the third-bundle rule for foot and park-and-loop delivery sections and
the limit on the number of trays a motorized carrier can access from while still in his
vehicle, Dr. Haldi implies that city carriers have reached or are on the brink of
reaching their capacity to handle low-cost “sequenced bundles” and that any
marginal (new) Saturation flat mailing will be cased at the higher cased flat cost.®
However, unlike in his R2005 testimony, Dr. Haldi does not directly try to estimate
how much higher the Saturation flat city delivery cost should be. That is left to the
imagination.®® |

What Dr. Haldi chooses to ignore is the available evidence provided by the
Postal Service. This evidence was provided in both this case and in R2005-1 and,

since much of it was discussed in the last case and is summarized below.

® VP-T-2, pages 63, 65, 66.

8 VP-T-2, pages 69-80.
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. 1 (1) USPS Techniques To Expand “Sequenced Bundle” Capacity
2 The USPS has considerable capacity to handle all mail that, in its
- 3 opinion, can be most efficiently handied as “sequenced bundle” mail.
4
5 * For the curbline, centralized/cluster box, and dismount deliveries that
6 account for over 60% of all city delivery points,® city carriers can take out
7 multiple Saturation mailings as “sequenced bundle” mail.%’
8
9 s For park-and-loop and foot deliveries, city carriers can take out more than
10 one Saturation flat mailing when they collate them into a single
11 “sequenced bundle.”®® However, they do not usually carry Saturation
12 letter mailings out as “sequenced bundles” because, physically, some of
13 them {depending upon their dimensions and weight) may be difficult to
14 handle that way.”
15
16 » For all deliveries, city carriers, if they have too many Saturation mailings to
17 handle as “sequenced bundies” on one day, may defer some of those
18 mailings to the next day or two.™
%R2005-1, USPS witness Lewis identified 55.7 % from curbline and centralized/cluster box deliveries.
. (USPS-RT-2, page 5) The percentage of dismount deliveries was not separately provided in that
response. However, if 30% of deliveries on dismount routes were considered dismount, then another

5% of delivery points would be included in the above, making the figure over 60%. See also
response to VP/USPS-T30-21 in R2005-1.

¥ VP-USPS-T44-5, -9, -17; Tr. 13.37486, 3750, 3753-3754; in R2005, see Tr.6.2420-2421 and
11.5995-5998 (Lewis). Dr. Haldi questions this ability and implies that only one “sequenced bundle”
mailing may be taken out on such delivery sections (VP-T-2, pages 63-66). But he ignores the
available evidence and exaggerates. Carriers have considerable flexibility in how they organize the
mail within the trays they use for such delivery sections. Tr. 13.3745, 3748, 3747, 3751, 3752-53
(Coombs).

% USPS-T-44, page 13, responses to VP/USPS-T44-3, -13; in R2005, see Tr.11.5976. Valpak has
guestioned the ease of collating Saturation flats that may not cover every delivery point on a route.
However, Ms. Coombs has explained that there are only rare occasions where a carrier may be
unable to collate two sets of Saturation flats. This is bacause carriers know their delivery addresses
and know the lists used by the program mailers in their area. Tr. 13.3757-3758.

® In R2005, USPS witness Lewis explained that it is difficuit for city carriers to handle two letter
bundles on foot and park-and-loop delivery sections and that camriers and their supervisors generally

, avoid carrying two letter bundles for such deliveries. R2005, USPS-RT-2, pages 3-4, Tr.11.5951-
5954, 5975-5976, -5990, and USPS response to ADVO/USPS-8. See also responses to VP/USPS-
T44-8, -8, -22 and ~33 in this proceeding.

70 Tr. 13.3758 and response to VP-T44-3. In R2005, response to ADVO/USPS-8 and Tr. 6.2429-
6430 in R2005. There is also considerable coordination between the USPS and Saturation mailers,

. particularly those that mail on a regular, high frequency basis. And, some Saturation mailers accept
and account for the fact that there may be not just a two-day delivery window but a three-day window
for their mail, depending upon drop time and coordination arrangements.
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(2) Evidence Of Capacity To Handle Extra Bundles

USPS witness Coombs in this case has emphasized repeatedly that
city carriers only rarely have to defiver more than one Saturation flat mailing on a
particular day because of the ability to defer such mailings two to three days.”" Her
testimony is also corroborated by the R2005 rebuttal testimony of USPS witness
Lewis.

In R2005, Mr. Lewis conducted an informal field survey to estimate the actual
number of delivery days when city delivery carriers might have to deliver more than
one Saturation mailing, regardless of shape.’> Based on his results (that assumed a
DAL mailing was two separate “full coverage” mailings), Mr. Lewis estimated that
23% of the éﬁice-de!ivery-days had more than one “fuli coverage [Saturation]
mailing.” Separately, he also noted that less than 44.3% of delivery points in the city
carrier system were on foot or park-and-loop delivery sections.”® Thus, he estimated
that: "system-wide, the city delivery network appears to experience a constraint in its
ability to handle sequenced full-coverage mailings as additional bundles only about

10% of the time (44.3% of delivery points times 23% of days).”*

™ Responses to VP-T44-3, -13, -17, -18, -21; Tr. 13.3750-3750.

2 YSPS-RT-2 and LR K-150 in R2005. His data showed that in three weeks of data collection at
seventy-eight delivery offices scattered through the country, there were 791 "full coverage mailings”
{i.e., Saturation mailings) over 1,328 office-delivery days. Of those 1,328 office-delivery days, 310
had more than one 'full coverage mailing” that required delivery on the same day. Of those 310

. days, 230 days had only a DAL-plus-wrap mailing that was considered as two “full coverage mailings”

requiring delivery on the same day. The remainder of the 310 office-delivery days had two or more
single-piece and/or two-plece maillings that had service commitment dates requiring them to be
delivered on the same day. His result that 23% of office-delivery-days with more than one Saturation
mailing figure is calculated as 310/1,328.

73 Sea footnote 66 above.

™ R2005, USPS-RT-2, page 8.
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It should be noted that when Mr. Lewis used the term “constraint,” he meant
that the carrier has two Saturation mailings to deliver to either foot or park-and-loop
deliveries and he can only use three bundles. Yet, as explained repeatedly by Ms.
Coombs and Mr. Lewis, in those circumstances, the carrier may be able to coilate
the two mailings, if they are both flat-shaped. Thus, based on Mr. Lewis’s data, the
potential for casing a marginal (new) Saturation flat mailing because of a carrier’s

“sequenced bundle” capacity limitation is small.”

C. DPSing Of Saturation Letters Is Not Caused By Saturation Flats

Dr. Haldi complains that the USPS proposal to eliminate the discount for
destination entry of ECR letters at DDUs will lead to a consistently higher delivery
cost for Saturation letters. He blames this on the Postal Service attempt to reserve
all “sequenced bundle” capacity for Saturation flats. ™ He misunderstands DPSing

and misconstrues this issue.

(1)  Saturation Letters Are Not Suitable For “Sequenced Bundle”
Treatment On Many Delivery Sections

As mentioned above, Saturation |letters do not generally have the
appropriate physical characteristics to make “sequenced bundle” treatment efficient
on foot and park-and-loop delivery sections. Their relatively small dimensions and
light weights make them difficult for foot and park-and-loop carriers to hold firmly in

the crock of their arm, as they do with the physically larger and heavier Saturation

5 In R2005, using the 2002 CCSTS data, | also provided evidence that the number of delivery days
where a carrier might face a “third bundle” constraint is relatively small. See ADVO-RT-1, pages 33-
35, and ADVO LR-2.

" VP-T-2, pages 68ff.
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flats. And, holding the extra letter bundle between the fingers of their hand, along
with the DPS bundle, is a much more difficuit technique. Thus, for such delivery
sections, carriers would likely case Saturation letters.”” For Saturation letters
delivered to those segments, DPSing will reduce their delivery costs

For other types of delivery sections, though, the physical characteristics of
letters do not prevent them from being carried as “sequenced bundles” in the case of
curbline, dismount, and centralized delivery sections. To that extent, Saturation
letters, when appropriate, have benefited from the low “sequenced bundle” costs,

consistent with USPS statements on this matter.”®

(2) Saturation Letters Will Benefit From Increased DPSing

This “sequenced bundle” treatment for Saturation letters, however, will
decline as more zones are converted to DPS. But this has nothing to do with the
presence of Saturation flats or city carrier “sequenced bundle” capacity Iimiiations.
Rather, it is due to the fact that DPSing of Saturation letters is the lowest-cost option
on many city delivery sections and on all rural routes. DPSing is an “all or nothing”
approach for any one route (and fikely for any one zone). It would be extremely
inefficient for either a processing plant or the DDU to attempt to segregate
Saturation letters by type of route and delivery section in order to send those on foot

and park-and-loop delivery sections to the piant for DPSing while keeping the

7 See footnote 69 above.

78 See Tr.13.3746-3747 (Coombs) and, in R2005, response to ADVO/USPS-9.
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remainder for “sequenced bundie” treatment.” This practical constraint underlies
the Postal Service policy of sending as much Saturation letter mail to the plant for
DPSing as possible and, now, eliminating the DDU discount for Saturation letters in
order to encourage their direct plant entry.

To determine the potential impact of DPSing on Saturation letters, | adjusted
the base year unit delivery cost for Saturation letters to assume 100% DPS letters.
Relative to its current unit cost, 100% DPSing provides a cost savings of close to a

penny or almost 28% of current cost. %

BY City Plus Rural Delivery Cost

w/Piggybacks
{Per CCS plus RCS Unit Basis)
Current Saturation Letter 3.51 cents
Saturation Letter Assuming 2 53 cents

100% DPS Treatment

Current Saturation Flat (ex DAL) 3.72 cents

SMC LR-1, DPS_SavingsVP.22.REV.8.10.attach.xls, Unit Costs

Despite Dr. Haldi's worry that delivery costs for Saturation letters in the future could

be higher than those for Saturation flats, there is no evidence of that occurring. ®

® R2005, Tr. 11.5991-5993, -6011 (Lewis). The effort would require coordination with the DDUs,
special tray and possible pisce sort schames, lower-volume DPS runs, and less full containerization —
all of which could impose a considerable cost.

® This is due to three key reasons. {1) Nearly 34% of Saturation lefters on city letter routes are now
being cased and DPSed letters have a unit delivery cost that is more than 50% less than that for
cased letters. (2) Less than 10% of Saturation ietters on city routes are “sequenced bundle” maii and
their city delivery cost Is nearly 70% of that for a DPSed letter. (3} And, DPSed lefters on rural routes

. are the lowest-cost mail handied by rural carriers. (USPS LR-67, VolAdj.USPS.xls, SaturationVols,

and UDCMODEL.USPS.xls, 6.Rural cost, SMC LR-1, DPS_SavingsVP.22 REV.8.10.attach.xls)

¥ There may be slightly more mail processing cost for Saturation letters as a result of increased
DPSing but there will also be some savings. They include: (1) dock transfer and transportation costs
saved from fewer DDU-entry Saturation letters to transport back to the plant and (2) savings
associated with greater DPS run volumes, fewer container handlings, and greater volumes per
container. The latter would clearly make DPSing of Saturation letters a benefit to the other letters in
the system.
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IV. VP WITNESS MITCHELL’S IMPLICATION THAT SATURATION LETTERS
ARE SUBSIDIZING SATURATION FLATS IS SPECIOUS, SELF-SERVING,
AND WRONG

In VP-T-3, Mr. Mitchell expresses the concern that it is not fair that city
carriers principally handle Saturation flats as low-cost “sequenced bundle” mail whiie
Saturation |etters are handled either as higher-cost DPS or cased mail. He raises
the specter of “cross-subsidy” and asks for redress from the Commission.

Mr. Mitchell’'s concern is based on Dr. Haldi's claim that Saturation letters
have been permanently bumped to DPSed status, in favor of Saturation flats that will
continue to be delivered as “sequenced bundle” mail. According to Dr. Haldi, if
Saturation flats did not exist, Saturation letters would be treated as low-cost
“sequenced bundle” mail by city letter carriers. But instead, according to Dr. Haldi,
they are handled as higher-cost cased and DPSed mait.

| explain in the previous section the reasons why Dr. Haldi's argumeht is
incorrect and that, in fact, Saturation letters will benefit from being DPSed. But Mr.
Mitchell's “fairness” argument is so specious that it warrants comment. Indeed, his
argument in VP-T-3 contradicts his own test of “fairness” in VP-T-1. In the latter, he
contends that if rates for a category of mail exceed their stand-alone costs, then that
mail is being treated unfairly. For Saturation flats in particular, he explains his beiief
that their rates exceed stand-alone costs and are, themselves, being treated unfairly
(burdened with costs from other mail categories).

Although he acknowledges that treating Saturation flats, rather than

Saturation letters, as “sequenced bundles” generates the greatest overall system
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. 1 cost savings,* Mr. Mitchell states that he believes that Saturation letter mailers will

»83

2 “find it in their interest to say:

3 ... We are subsidizing the saturation flats. If they were not here, our rates
4 would be lower. We were expecting to share in economies of joint product,
5 and we have been hurt instead. This is not fair.

6

7 Mr. Mitchell then proceeds to explain the incremental cost test for a cross-
8 subsidy. In the incremental cost for a subclass or specified grouping of mail (such

as Saturation flats), revenues lost must exceed the system-wide cost saved if that
10  subclass or grouping is eliminated, in order for that subclass or grouping to be
11 subsidy-free. He states that fairess requires that there be no cross-subsidies.®
12 Although he does not implement the incremental cost test, he proposes

13 “potential solutions” to his contention that Saturation letters are being treated

. 14 “unfairly:"®

15 * |mpose a delivery cost on both Saturation letters and Saturation flats as
16 though neither were carried as an extra bundle and then let any benefits
17 from extra bundles accrue to Saturation pieces as a group.-

18

19 * Impose a delivery cost on both Saturation letters and flats as though both
20 were carried as an exira bundle.

21

22 He proposes that the Commission consider these fairness issues, perhaps through a

23  special inquiry or rulemaking.

82 yP-T-3, pages 4 (lines 3-5), 7-8, 9.

8 vP-T-3, pages 8-9.

. 8 vp-T-3, pages 10-11.

8 \/P-T-3, page 12.
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A Saturation Letters Are Not Subsidizing Saturation Flats

Mr. Mitchell's subsidy contention can be disproved by assuming the extreme
case under Dr. Haldi's argument: absent Saturation flats, Saturation letters would
be shifted from DPS processing so that some may be delivered as “sequenced
bundles.” Under that incorrect assumption, the incremental costs of Saturation flats
would include not only the actual operational costs of the flats themselves, but also
the cost difference between the actual Saturation letter costs and Saturation letter
costs incurred if Saturation flats were not present in the system. However, even in
this extreme example, Mr. Mitchell is incorrect.

The table below compares Saturation flat revenues to costs under the
extreme assumption that all Saturation letter mail processing and delivery costs are
“caused” by the presence of Saturation flats (i.e., could be eliminated if Saturation
flats did not exist).

TYBR Volumes, Costs and Revenues (000s)
— ECR/NECR Commercial and Non-Profit

Sat Letters Sat Flats
Mail Processing Cost
(Section_IV_LR L-84.xls) $39,068 $64,193
City plus Rural Delivery Cost
(AC-UDCModel.USPS) 143,364 568,072
Total MP plus Delivery Cost 182,432 632,265
All Letter and Flat MP and Delivery Cost
Assigned to Flats Only 814,697
Rough Estimate of All Other Flat Costs 100,000
TYBR Incremental Letter and Flat Cost
(USPS-T-18, Table 1A, factor of 1.0281) 941,315
USPS Proposed Revenues
(USPS LR-L-36) 1,854,308
Mitchell Proposed Revenues 1,486,420

All spreadsheets in SMC LR-1. These figures assume all DALs remain in the system
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As can be seen, the proposed revenues from Saturation flats, either under the
USPS proposal or under Mitchell's proposal, more than cover the incremental cost of
both Saturation flat and letter mail processing plus delivery ($941,315,000). Thus,
Saturation letter mailers cannot possibly be subsidizing Saturation flat rates or claim
that they are being freated “unfairly.”

Further, contrary to the putative Saturation letter mailers’ “complaint,” the
table indicates that the presence of Saturation flats in the system makes a much
larger contribution to institutional cost than indicated under this extreme case. This
large Saturation flat contribution means that all other mail, including Saturation
letters, benefit from the presence of Saturation flats in the system. [n other words, if
all Saturation flats were eliminated from the system, rates for other mail categories,
including possibly Saturation tetters, would need to increase to absorb the
contribution loss. That would lead to volume decreases that wouid further

exacerbate the initial contribution loss and contribute to an increasing rate spiral.

B. Mr. Mitchell’s Own Stand-Alone Cost Arguments Imply That Saturation
Flats Are Burdened by Mail From Other Rate Categories

Mr. Mitchell's implication that Saturation flats are being subsidized in some
way by Saturation letters contradicts his arguments that ECR rates, particularly
those for Saturation flats, may exceed their stand-alone costs. % He points out that

the presence of a considerable amount of private delivery of saturation advertising

“implies that the standalone delivery of Saturation flats is viable at a cost that is lower

than the postal Saturation rate. In particular, private carriers deliver mostly pieces

¥ VP-T-1, pages 57-60 and 82-85.
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that are eligible to be mailed as High-Density/Saturation flats, not letters.®” Mr.

Mitchell states:®®
. . . it is presumed to be unfair for a product to end up with a rate that is higher
than the rate that would be possible if a stand-alone organization were set up
to produce only the product in question.

In other words, Mr. Mitchell’'s argument in VP-T-1 that Saturation (flat) rates may

exceed stand-aione Saturation {flat) average cost is contradictory to his specious

argument in VP-T-3 that Saturation letters may subsidize Saturation flats.®®

. % Testimony of Pete Gorman, SMC-T-1, page 4. Mr. Mitchell also acknowledges this fact. Tr.25.8973

% \/P-T-1, page 58, lines 10-12.

# See also response to USPS/VP-T1-16 where he explains that the stand-alone test identifies cross-
subsidies — i.e., if a product's rate is greater than its stand-alone cost, then it is subsidizing another
product. And, Mr. Mitchell states that itis “. . . unfair for the rates of a product produced within a joint
operation to be higher than they would be if the same product were produced in a separate, stand-
alone operation.”
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AUTOBIOGRAPHICAL SKETCH

My name is Antoinette Crowder. | am a principal with Eagle Analytics LLC,
an economic and financiai consulting firm located in Alexandria, Virginia. |
specialize in regulatory policy, economics, and finance, particularly with respect to
Postal Services. | have been involved in this type of consulting for over thirty-three
years. Over all that time, | have been involved in a variety of projects dealing with
costing, pricing, market and demand studies, economic and financial analyses,
survey design, and research on numerous regulatory and policy issues. These
activities have concerned the electric power, gas, communications, and
postal/publishing industries. | have prepared or assisted in preparing numerous
filings at various federal and state regulatory agencies on behalf of numerous
clients. In addition, | have provided overseas consulting activities, providing
financial, economic and regulatory assistance to multi-national organizations,
international firms, and national governments.

| have been involved in postal ratemaking and policy issues since the
beginning of the R77-1 rate case. My work has included analysis of revenue
requirement, cost attribution and distribution, subclass rate structure and discounts,
institutional cost allocations, service-quality measurement, demand and market
assessment, and mail classification issues.

| have testified before the Postal Rate Commission in nine proceedings and
have contributed to development of other gestimony presented to the Commission.
in Docket R84-1, | contributed to the mail processing peak-load and second-class

intra-SCF discount testimony. In Docket R87-1, | contributed to testimony on city
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carrier-out-of-office costs and third-class/fourth-class Bound Printed Matter drop-ship
discounté, and | also prepared and presented rebuttal testimony on third-class |
presort discounts. In Dockets C89-3/MC88-1, | helped prepare and presented direct
testimony on the proposed local saturation subclass. In Docket R90-1, ! assisted in
preparation of city carrier out-of-office cost and institutional cost coverage testimony
and prepared and presented rebuttal testimony on third-class rates. In the R90-1
Remand, on behalf of a third-class mailer’s group, | presented two pieces of rebuttal
testimony in Docket R94-1 and rebuttal testimony in MC95-1. in Docket R97-1, |
presented testimony in response to Presiding Officer's Notice of Inquiry No. 3 on city
delivery carrier load time costs and rebuttal testimony on carrier costs and rate
design issues. In Docket R2000-1, on behalf of several mailers and mailing groups,
| presented testimony on city delivery carrier costs. | also presented rebuttal in that
docket concerning ECR rates. In Docket R2005-1, | presented rebuttal on ECR
rates.

Over the course of my nearly 30-year involvement in postal ratemaking
matters, | have had numerous opportunities to observe postal operations and
analyze their cost aspects. | have also become familiar with economic costing and
pricing concepts, both generally and as applied to postal ratemaking.

My education includes a B.S. in Biology from the University of Virginia, an

M.S. in Biology from George Mason University, and additional course work in

"economics, mathematics, and statistics.
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CHAIRMAN OMAS: This now brings us to oral
cross-examination.

MR. MCLAUGHLIN: Mr. Chairman, there’'s one
other item.

Antoinette Crowder also sponsors a library
reference of her workpapers that go along with that,
so let me just walk through that.

BY MR. MCLAUGHLIN:

Q Ms. Crowder, do you also sponsor Library
Reference SMC-LR-1?

A Yes.

Q@  And does that consist of your workpapers
that underliie your testimony?

A Yes.

MR. MCLAUGHLIN: Mr. Chairman, that is a
Category II library reference underlying her
testimony, and we would request that that library
reference also be received into evidence.

CHATIRMAN OMAS: Is there any objection?

(No response.)

CHAIRMAN OMAS: Hearing none, so ordered.

This now brings us to oral cross-
examination. Three requests for coral cross-
examination have been filed.

Newspaper Association of America, Mr. Baker?

Heritage Reporting Corporation
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MR. BAKER: Thank you, Mr. Chairman.
CROSS-EXAMINATION
BY MR. BAKER:
Good morning, Ms. Crowder.
Good morning.

We‘ve met here before, haven’'t we?

PO e 0

Yes, we have.

Q Okay. 1I'd like to start by asking you to
turn to page 2 of your testimony at lines 27 and 28.

A Yes, sir.

Q Are you there? Okay. There you state that
the Saturation Mailers Coalition that’s sponsoring and
Advo are supporting the ECR rates proposed by the
Pogtal Service, correct?

A Yes, sir.

Q Okay. And notwithstanding that, you do go
on to provide an alternative rate design for ECR rates
as well, correct?

A Yes, sir,

Q A1l right. Now, I assume you are familiar
with the Postal Service’s proposed rates for ECR?

A Yes, sir.

Q And you are aware I'm sure that the USPS/
proposed rates used aggregated costs for mail
processing and delivery of basic and high density

Heritage Reporting Corporatiocn
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flats when setting the high density rate, correct?

A Yes, sir.

Q A1l right. And your proposed alternative
rates do not, do they? You used disaggregated costs
in your alternatives rate design?

A Yes, I did.

Q Okay. I want to talk about cne subject that
seems to get some attention in this case, and this is
detached address labels and conversion of mailings
with those on-piece addressed flats.

First, do you happen to recall approximately
the percentage of saturation flats that today have an
on-piece address?

A I believe the estimate was somewhere between
40 and 45 percent.

0 Have on-piece address or use DALs?

A I'm sorry. DALs. I apologize.

] So about €0 percent? Can we use a 60
percent figure as roughly the number?

A Roughly.

Q Okay. Do you agree that that percentage
will likely change if the DAL surcharge is
implemented?

A I know that there will be DAL mailers who
will convert to on-piece addressing.

Heritage Reporting Corporation
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o) Okay.

A Quite a substantial amount of them.

Q And is it your understanding that the Postal
Service’s testimony as it now stands as a formal
matter assumes there is no conversion of DAL?

A That's correct.

0 And now we’re talking still about addressed
saturation flats.

Do you recall or would you accept subject to
check that according to Mr. Kelley’'s data about 68
percent of the addressed saturation flats today are
taken directly to the street? Does that sound about
right to you?

A I think it may be a little bit more than
that.

Q Okay. I have a transcript cite where he
said that.

A I'll accept that.

Q Okay. T believe your workpapers which are
submitted used Mr. Kelley'’'s spreadsheet as their basis
starting point, did they not?

a Yes, sir.

Q And do you recall that Mr. Kelley assumed
that all of the unaddressed flats are taken directly
to the street today? That was an assumption that he

Heritage Reporting Corporation
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built in?

A Yes, that was his assumption.

Q Okay. And is it alsoc your understanding
that taking addressed flats, saturation flats,
directly to the street is the Postal Service’s
operational preference? They prefer to do that?

A That's correct.

Q Okay. Now let’s say there are some
conversions. First of all, for the DAL mailings that
convert to on-piece addressing I guess the most
obvious change is that there will no longer be a DAL,
and the address will somehow be in the piece, correct?

A That’s correct.

Q Okay. And so the converted unaddressed host
flats will in some way become an addressed flat?

A Yes, sir.

Q Okay. And you would expect that they will
be taken directly to the street in the future as well?

A Yes, sir.

Q Do you expect 100 percent of them to
continue to be taken to the street, or might that
percentage drop a little bit?

A Postal Service Witness Coombs said that
there would be no change.

Q Okay.

Heritage Reporting Corporation
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A Mr. Kelley agreed with her that there would
be no change, and my personal experience would lead me
to believe that there would be no change.

Q All right. So then these converted flats
would resemble at least the 68 percent of the 60
percent of the currently addressed flats that are
taken directly to the street?

I'm not sure you follow that. We started
with 60 percent of flats are currently bearing an
address, saturation flats, and according to Mr. Kelley
about 68 percent of those are taken directly to the
street, and so our newly converted flats would be more
likely the 68 percent that are taken directly to the
street than the 32 percent that are handled in-office
and so forth?

A All the percentages are a little confusing.
Basically my assumption is that the cost of when that
flat converts from a DAL flat to an on-piece address
flat there will be no change in the cost of that flat
itself. What will change will be the elimination of
the DAL cost.

Q Do you expect the converted flats to be
handled any differently by the Postal Service than
other addressed saturation flats?

A I expect that they will be handled the same

Heritage Reporting Corporation
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way they are handled now.

Q All right. Will they be identified in some
special way for the Postal Service as legacy DAL
mailings or something? How will the Postal Service
when they receive them at the DDU know?

A As you’'ve already mentioned, the preference
is to take saturation flats out directly to the

street, and I don't see any reason why that should

change.
Q Do you have your workpapers with you?
A I have them in electronic copy.
Q That‘s fine. That‘s fine. I mean, I just

want to refer to them, and I want to make sure you
have them.

A Okay. I’1ll have to get it all set up if you
want, or if you have copies of something I’'1ll be glad
to look at that.

Q Well, I do have copies, but it’s ocur attempt
to take a snapshot of what you’re saying.

A All right. Well, let me lock at that first
before getting all this other stuff out.

Q All right. Yes. All right. What I will be
handing you is a snapshot of your spreadsheet
acudcmodel.xos, and I believe it’s from Sheet 2,
Summary for Test Year. Are you familiar with that?

Heritage Reporting Corporation
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a Yes, I'm familiar with that.

Q All right. Ms. Crowder, have you had an
opportunity to look at the document I just passed to
you?

: Yes. I'm familiar with it.

Q All right. Do the numbers look like the
right ones? COkay.

I want to sort of understand some of the
numbers here and the assumptions that were built into
them. On I guess it loocks like line 63 there is a row
called ECR Saturation Flats Check, and all the way to
the right appears the figure of 3.489 cents, correct?

A Yes, sir.

Q And that represents your calculation of the
average cost of saturation addressed flat pieces
without DALs. Is that correct?

A That is the average cost of a saturation
flat without a DAL.

Q Okay. And so basically that is a weighted
average of line 60 and line 627

A Actually what it is is it’s the sum of on
line 60 you take the total with piggybacks, which for
line 60 that would be $266,986, and then on line 62
you take the $114,185. You sum those two.

Q Right.

Heritage Reporting Corporation
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A And then that’s the total cost for
saturation flats.

0 Sure.

A And then you divide by the number of
saturation flats, and that's what that number is.

Q Okay. Which is mathematically the same as
if we summed Column 14, lines 60 and 827

A You could consider that to be a weighted
average, yes.

Q Okay. All right. Do these data that you
used here assume any conversion from DALs to on-piece
addresses?

A Well, let’s see here. The DAL cost on line
61 is that box, line 61 with the yellow. .

Q I understand, yes. Let me ask it a
different way.

A Okay.

Q We’re talking past each other.

A Okay. I'm sorry.

Q The starting data for this that you used
when you began the calculation, so which presumably
from Witness Kelley’s 67, LR-67, that data did not
assume any particular percentage of conversion of DALs
to on-piece addresses, correct?

A No. For Mr. Kelley my understanding was he

Heritage Reporting Corporation
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wag just trying to separate out the DAL cost, pulling
it out of saturation letters and allccating it or
attributing it to saturation flats.

Q All right. I think what we’re agreeing then
iz that the data starting in before your calculation
did not assume any conversion from DALs to cn-piece
addresses, and you calculate what you see as the cost
consequences of the DALs and then subtract?

A All I've done is taken out the DAL cost,
ves.

Q 2ll right. Secondly, you of course in your
testimony and workpapers present an estimate of the
cost savings to the Postal Service due to the
conversion of DAL addressing to on-piece addressing
and so I want to ask you a question about that too.

It may not be evident from this particular
workpaper, which we can set aside, that you assume for
purposes of your calculation -- I think this is in
your ECR rate design spreadsheet -- that 50 percent of
the DALs convert.

A Yes, sir.

Q And did you just do that for the ease of
calculation?

A I did that just -- 50 percent is a nice,
round number.
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Q A nice, round number easy to calculate.

A I just wanted to make the point that if DALs
are leaving the system then DAL costs are also leaving
the system, and ECR mailers should get the benefit of
them.

Q And you used 50 percent even though, and T
think you acknowledged in one of your footnotes, you
expect the percentage to be much, much higher?

A It’'s going to be way more than 50 percent.

Q Okay. Do your calculations assume that the
Postal Service will capture 100 percent of the DAL
cost savings as savings?

A Yes.

Q Okay. So put differently, you’re assuming
that there will be no additional costs imposed
elsewhere in the Postal system from the conversion of
the address from the DALs to the host piece?

A Yeg, sir.

Q Okay. Now, we talked previously about that
3.489 cent figure from the workpaper sheet that I
distributed, and you used that as an input into your
rate design, correct?

A Yes.

Q All right. Turning back to the spreadsheet
page I circulated, in your workpapers on line &0,
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Column 14, do you see the figure of 4.313 cents?

A Yes, sir.

Q And that is your estimate of the per piece
delivery cost for ECR flats, saturation flats, that
currently use on-piece addressing? Is that correct?

A Okay. I think I understand what the
confusion is. Mr. Kelley, this is his spreadsheet
which I had modified.

Yes.

A Mr. Kelley was simply with this spreadsheet
trying to identify the DAL costs. He made certain
assumptions about what an attached address flat cost
would be and certain assumptions about what a DAL flat
cost would be.

It doesn’'t matter what those assumptions
are. What I am saying is on average the average flat
cost éxcluding the DAL is what the cost will be, the
estimate of the cost will be for the test year for
saturation fiats without a DAL.

In other words, if you want to -- I am not
assuming that 4.3 cents is the cost for an attached
label flat and that -- what is it -- 2.4 cents is the
DAL flat cost. Those. are Mr. Kelley's assumptions,
and they were never used for anything. He was just
trying to come up with some numbers.
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For purposes of what I'm doing, those
numbers don’'t mean anything. What means something is
the total flat cost excluding the DAL, and I'm trying
to get that average because that is the cost that
should apply for all saturation flats regardless of
whether they have a DAL or not. That is the average
flat cost.

Further, just to be clear, that is the way I
understand Ms. Coombs and Mr. Kelley have explained
it, and that’s how I understand it. |

Q A1l right. I'm going to quibble with you a
little bit when you say the 4.3 and the 2.4 cent
figures don’'t matter because you actually do use them

in calculating your averages.

A No, I don’'t use those.
Q Okay. You get there the other way.
A Right. I do not use those.

Q Okay. But mathematically you end up at the
same spot, don't you?

A Mathematically what I did was I summed the
total cost for flats, saturation flats. I summed the
total cost for saturation flats and divided by the
total volume of saturation flats. That is the average
flat cost.

Embedded in that cost cobviocusly are flats
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that are sometimes taken to the street directly and
sometimes not, flats that may have a DAL on them, or
maybe they have an on-piece address. None of that
matters because this is the average, and that’s all
that I am using it for.

Q Does this sheet from your spreadsheet give
us a per piece delivery cost for an ECR saturation
flat with a DAL, or are there numbers on this that you
can add together to get that total?

A Up further., What you’'ve got is the lower
tenth of the spreadsheet.

Q I understand that.

A If you go up a little further there is a
number up there which is the average, that is the sum
of the averaged flat cost plus the DAL cost.

What I mean by that is it’s the average of
if you sum all of the saturation flat costs and all of
the saturation flat DAL costs and divide by the flat
volume you have that average number.

Q Do you have that number handy?

A No, I don‘t, but I believe it's something
like 5.2 cents. I don’'t remember exactly. It was
roughly 5.2 cents.

0 Back to the page we do have, I'm looking
again at Column 14.
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A Column 147

Q Column 14, City Plus Rural Unit Costs.

A Okay. I'm sorry.

Q Yes. Let’s see. Line 61 is labeled ECR

Saturation DALs With Saturation Flat Host Pieces. We
have a cost figure, a permit volume, and all the way
over we come to a city plus rural unit cost of 3.946
cents.

Do you understand that number to be a unit
cost of DALs today?

A Yes, that’'s what it is.

Q And if I added that to the number right
underneath it, the 2.4 cents, would I arrive at a cost
for a saturation flat with DAL and unaddressed host
pleces?

A That would be Mr. Kelley’s estimate of that.

Q Mr. Kelley’s estimate.

A I'm not claiming thét estimate.

Q Okay. You have a different estimate?

A I didn’t make one.

Q All right.

A I didn’t need to.

Q All right. I have one more document I want

to distribute. Ms. Crowder, what we’'ve got here was
this simple little bar chart. Using the numbers that

Heritage Reporting Corporation
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we were talking about -- oh, sorry. Let’'s start by
just asking did we correctly copy the numbers off the
spreadsheet page that we’ve been talking about?

A Let me check that.

Q Okay.
(Pause.)
A Yes, it’s correct.
Q Okay. And on the left is the cost estimate

that appears in your workpapers drawn from Mr. Kelley
of an on-piece address flat of 4.313, and on the right
are the two numbers we just discussed, the cost
estimate of the DAL plus the unaddressed host pilece.

I just want to make sure I understand your
testimony and what your understanding is of the costs
that we will have after DAL conversions. Let’s
consider a mailing that has converted from DAL
addressing to on-piece addressing.

Am I correct that you do not assume that the
cost of the newly addressed saturation flats will have
the 4.313 cents on the left? That is not your

assumption, correct?

A That’s not what I have assumed. That's
correct.
Q Okay. Before the day started I was thinking

you were going to say that you were assuming that they
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do have the 2.411 cent cost on the right. Is that
your assumption or not?

A What is "they"?

Q The newly converted on-piece addressed
saturation flats.

A Let me explain it a little differently.

Q Okay.

A Mr. Kelley took the saturation flat cost,
which 1s known. We know it, and that’s the number
that I used, the average saturation flat cost.

He tried to deaverage it the best that he
could into on-piece addressed and DAL addressed flats.
There was no need for him to do that, but he did it.
No one has used it, and I have not used it. I never
took the time to quibble with it because it wasn’t
important.

Those are just crude estimates that Mr.
Kelley -- it was almost like it was a curiosity to try
to deaverage it, but some of his assumptions are not
really what occur in the field.

The one thing that is important is the
average flat. For example, as you’ve mentioned, and I
want to be sure I make it clear. The 2.4 cents that
you have down here for just the saturation flat host
piece means that every last flat that goes with the
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DAL is carried out as a sequenced bundle directly to
the street. Well, I know that doesn’t happen.

Addressed flats are often carried out to the
street, probably more than what Mr. Kelley has
estimated. Those unit costs, I put those in there
just as a curiosity. It wasn’'t Mr. Kelley, but I
don’t use them for anything, and they don’t have any
value in terms of what I'm trying to do. What has
value is that average unit flat cost.

Q So you use a figure that if we took the
liberty of drawing a line somewhere in between about
the 3.48% level?

A It's the average of the two.

An average in there?

A Right, because again sometimes a host piece,
if you want to call it that, host piece being an
unaddressed flat that has a DAL with it. Sometimes
those are cased, but Mr. Kelley didn’'t put that in
there.

Sometimes flats that have addresses on them
are taken ocut to the street. Quite often, as a matter
of fact, although probably the percentages that Mr.
Kelley has in there aren’'t quite right, but it didn’t
matter. It doesn’t matter because we don’t use it for
anything.
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Q If you could in your mind or with a pencil
there draw another line sort of in between the two at
about the 3.489 cent level?

A Okay.

Q When we're talking about the DAL costs that
your testimony says, and other Postal Service
witnesges discuss this to some extent too, will be
saved on a one-to-one basis when the DALs are
eliminated, would they be the 3.946 cents on the
right, or would they be the difference between that
figure and the line you just drew, or would they be
some other figure that’'s not on this chart?

A It would be the difference between -- the
DAL cost savings are the number of DALs that are
eliminated times that unit cost of 3.946 cents.

MR. BAKER: I have no more questions, Mr.
Chairman, but it might be useful, Mr. Chairman, if I
put the bar chart exhibit into the record as a cross-
examination exhibit for clarity. 1I’d like to do that.

It could be marked as a cross-examination
exhibit. I don’'t think we need to move it into
evidence per se, but we can mark it as evidence.

The spreadsheet, since it’'s all in her
testimony already, I see no reason to put in the
transcript unless the Chairman needs it there.
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Without objection. So

MR. BAKER: It will be marked as NAA-X-EX-1,

and I have no more .questions.

//
//
//
//
//
//
//
/7
//
//
/7
//
//
//
//
/7

CHATIRMAN OMAS:

Thank vou.

(The document referred to was
mérked fof identificatidn as
Exhibit No. NAA-X-EX-1 and

was received in evidence.)
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CHATRMAN OMAS: Mr. Reimer?
MR. REIMER: Thank you, Mr. Chairman. The
Postal Service has no questions.
CHAIRMAN OMAS: Thank you, Mr. Reimer.
Mr. Olson?
CROSS-EXAMINATICN
BY MR. OLSON:

Q Ms. Crowder, hi. Bill Olson for Valpak. I
want to pick up with DALs from Mr. Baker and ask you
to look at page 8 of your testimony, line 15, where
you note the total cost of DALs in the test year is
$197 million, correct?

A Yes, sir.

Q Is that a number you developed, or is that
from Witness Kelley?

A I have it right here. The delivery cost is
almost $187 million, and then a little over §10
million is mail processing cost.

I get that from a response the Postal
Service gave us. I think it was Witness Talmo, and I
think that’s on footnote 8. Yes.

Q Qkay. So the answer is you developed that
figure?

A I summed the two figures together, yes.

Q Okay. And so you accept that number?
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A As the DAL cost, vyes.

Q At page 8, line 16, you say that over 40
percent of saturation flats currently use DALs as you
discussed with Mr. Baker, correct?

A Yes, sir.

Q Do you know the volume of saturation flats
in FY 2005 offhand? I mean, I have it so can T
suggest that it’s 10.646 billion pieces?

A Sure.

Q And 40 percent would be about 4.3 billion?
Would that look about right?

A Yes, sir.

Q So over 40 percent means that there were
more than 4.3 billion DALs in 20057

A I'1l accept that.

0 Witness Kelley in his testimony, USPS-T-30
at page 13, comes up with a number of 4.6 billion for
fiscal 2005. Do you recall that?

A I recall that Mr. Kelley did that, came up
with a number. I can’t remember exactly what the
number is, but it’s in that ballpark.

Q Page 13, line 12, says 4,607,996 DALs.
Close enough?

A Yes.

Q Okay. So your statement of more than 40
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percent is consistent with his estimate of 4.6 billion
DALs, correct?

A Yes. I used his estimate.

Q Okay. Let’s look at page 10, your footnote
11, where you say the proposed DAL surcharge of 1.5
cents does not cover the unit cost of a DAL, correct?

A Yeg, sir.

Q Okay. Let’s take a hypethetical, and let’s

" assume that without the DAL surcharge there would be

4.4 billion DALs in the test year and that the
surcharge causes 50 percent to convert to on-piece
advertising, okay? That’'s consistent with your
estimate with on-piece addressing?

A So what you’re saying is that it's 4.4
billion inlthe test year and 50 percent convert, so
then 2.2 billion convert?

Q Yes. And that 50 percent number is

consistent with the top of page 13 of your testimony?

A That’s correct. That's what I meant.
Q Okay.
a Whatever that test year number was, that’s

what I meant.

Q Okay. In this hypothetical, a 50 percent
reduction would reduce the number of DALs, like you
say, by 2.5 billion to 2.5 billion, correct?
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I'm sorry. It was 4.4 billion, and it goes

down to 2.2 billion, which is a reduction of 2.2

billion?
A Yes, sir.
Q Ckay. So without any conversion, the cost

of those DALs if they were in the system, let’s say
for simplicity rounding your number we’'ll say about
$200 million would be the cost of those 4.4 billion
DALs, okay?

A Yes.

Q And if we reduce the number of DALs by half
we’'re assuming we reduce the cost by half to about
£100 million, correct?

A Yes, sir.

o] Okay. &and if the 2.2 billion DALs that
remain in the system pay 1.5 cents each as a charge,
the extra revenue to the Postal Service would be $33
million? If it was 2.2 billion at a penny it would be
$22 million.

A I'll accept that for your example.

Q You*ll accept that? Okay.

A So for the remaining 2.2 billion DALs we
have surcharge revenues of $33 million and costs of
about $100 million, correct?

A Yes, sir.
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Q So the DAL costs exceed the DAL revenues by
about $67 million?
2 Yes, sir.
Q Okay. Do you have an opinion as to how the
extra $67 million of unrecouped costs from DALs should
be recovered and built into the cost base? How did

you do that? Where does that reside?

A That resides -- you said $67 million in our
example?
Q Yes.

A That is just something that all ECR covers.
It's like an overhead. I've added it like an
overhead.

Q S0 in other words, that unrecouped cost of
handling the DALs that go with ECR saturation flats is
not paid by ECR saturation flat mail only?

A Well, there is a distinction here now. I
want to be very clear that saturation flats either
with or without DALs -- even with the DAL they are
covering their cost. It’s just that DAL flat mailers
are not paying as much of an institutional cost

contribution as nonDAL members. Flats. ExXcuse me.

Q Did I say anything about not covering their
costs?
A I thought that’s what you said. I’m sorry.
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I apologize,

Q About all flats, ECR flats, not covering
their cost? Did I say that?

A I thought I heard something about the DAL is
not covering its cost.

Q Okay. Let me go back and repeat what I said
and see if we can get on the same page.

What I’'m trying to get at is that we’'ve
agreed that there’s in this hypothetical an extra $67
million of DAL costs that are not covered by the
revenues of the Postal Service 1.5 cent charge, and
you said that they are paid by all ECR mail. Isn’'t
that correct?

A Let me back up and explain it the way I
would prefer to explain it.

All saturation flats with the proposed
Postal Service rate, all saturation flats are covering
their cost regardless of whether it’s a flat that has
an on-piece address to it or it’'s a flat that has a
DATL.

Q Okay. dJust to be clear, I haven’t raised
that question.

A Well, let me finish because I don’'t know how
else to explain it.

0 Go ahead.
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A A DAL flat, however, is not making as much
contribution as an on-piece address flat, and the
difference in that contribution is made up by
everybody else. That’s what I‘'m trying to explain.

Q Okay. If you could take your pen and write
these options down? Let’s say we have the $67 million
of unrecduped DAL cost in the test year in this
hypothetical. You understand that, correct?

A Again, that’s what I'm trying to address.

Q It‘s not recouped by the DAL charge that the
Postal Service proposes.

A Exactly. It‘s not recouped in the 1.5 cent
DAL surcharge.

Q Okay. That’s all I'm trying to have you
acknowledge; that that $67 million in this
hypothetical is not covered by the surcharge.

A And you are correct on that.

Q Okay. I'm trying to figure out who pays it.
Let me ask you to write down just four possible
options that I see.

4 Qkay.

Q One is it could be paid by all ECR
saturation flat mail. It could be paid by all ECR
flat mail. That would be number two. Number three is
it could be all ECR saturation mail, including
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letters, or, fourth, it could be spread over all ECR
mail.

I just want to clarify what you were
recommending in terms of the treatment of those costs.
Who pays them?

A Effectively what I am recommending is that
the saturation DAL flat rate pay a slightly less per
piece contribution than on-piece address saturation
flat mailers.

The difference in that contribution would
have to be made up by everybody else. Everybody else.
All ECR.

Q Ckay. When you say everybody else, you mean
all standard ECR mailers?

A Exactly.

Q Okay. 8o your answer then is as to where
the $67 million appears, your answer is number four?

A The $67 million in lower contribution for
DAL flats, that $67 million in contribution is made up
by everybody else.

Q Okay.

A By everybody, including on-piece address
saturation flats.

Q So in your scenario ECR letters are paying a
part of that $67 million?
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4 A small part of it, ves.

Q Okay. Let me ask you to turn te your
testimony on page 12. You talk in the paragraph
beginning on line 3 and you say:

"Recently the Saturation Mailers Coalition
and the Postal Service have been discussing procedures
whereby saturatiocon flat mailers can mail boxholder
flats on rural routes and still respond to the small
number of DND requests on these routes. Their intent
is to enable saturation flat mailers to mail on-piece
simplified address boxholder flats on rural routes and
thereby avoid the unnecessary Postal costs associated
with city style addressing of these costs."”

Let me just end it there for a second and
say is it your understanding in rural routes that both
letters and flats can be considered boxholders?

A Yes, sir.

Q Qkay. When the SMC went to the Postal
Service to discuss this alternative addressing is it
limited to flats, or alsc does it cover letters?

A Do you mean the Do Not Deliver?

Q The method to adjust to the Do Not Deliver
rules.

You used the word "flats" in line 4 twice
and line 6 and line 8, and I’'m trying to understand
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whether when the SMC, the Saturation Mailers
Coalition, went to the Postal Service was it on behalf
of all boxholder mail and rural routes with letters
and flats trying to institute this fix, or was it just
for flats?

A No. Thig is related to the DAL, to trying
to eliminate as many DALs as possible and still save
the Postal Service money.

The problem was that we wanted to be sure
that if you had to put an address on that saturation
flat that it could be a simplified address because
that is the lowest cost for flats for rural.

Now, for letters I don’'t think that would
make that much difference because ECR letters per se
are automatable or are supposed to be automation
compatible and so there wouldn't be any need to have a
Do Not Deliver mechanism.

Now, I do understand that some saturation
letters can still be considered letters and get the
letter rate and still be simplified or boxholder, but
that’'s a higher rate. That’s a higher cost than a
DPS’'d letter.

To our way of thinking, it’s far more
valuable for saturation letters to be DPS’d than to go
with simplified or boxholder. 1It’s just more value
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there for the mailer.

0 I understand your argument that you want to
provide the mailers who have been using DALs a cheaper
alternative to DALs. That’s the motivation, correct?

A Yes, sir.

Q And that’s your argument to the Postal
Service as to why they ought to allow flats to have
this benefit of getting arcund the Do Not Distribute
request, correct?

A Yes. It’s a win/win situation. The Postal
Service saves cost, and the mailers get a lower rate.

Q And I'm just saying are there not saturation
letter mailers in the SMC?

A Yes, there are as a matter of fact.

Q And there’s no desire by SMC to make any
adjustment for boxholder letters comparable to flats?
This is something that would be available to flats
only under your proposal? Isrthat what you’re saying?

A I haven’'t been party to all of the
conversations so I really couldn’t say, but I would
suspect that just based -- I see no reason to bring
letters into the picture because letters are being
taken care of.

Q But to your knowledge the SMC discussions
with the Postal Service are for flats only? Is that
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correct?

A Again, I haven’t been involved in all of
those conversations.

Q Insofar as you know.

A Insofar as I know and as far as my
recommendations go --

Q I understand.

A -- I would not suggest that saturation
letters go to boxholder instead of DPS because that
wouldn‘t be to their benefit.

Q No. I understand. You’'ve said that before.
I was just trying to get to what the proposal is, not
your argument to the Postal Service.

A All right. The proposal is a Do Not Deliver
mechanism for simplified or boxholder addresses.

Q On flats?

A I would assume it’s on flats.

Q Okay.

a The flats has been the focus. Let me put it
that way.

Q Okay. Well, have you ever heard letters

discussed as to a proposal by SMC to have letters also
have the gsame rules apply to them?

A Again, no, because I don’t see that that
has --
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Q Okay. I’'m just trying to find out if it was
discussed.

A All right. Let me explain. I‘ve been
working with the mailers, and I’ve been working with
SMC guite a bit, as a matter of fact. If it hasn’'t
been mentioned it’s because I haven’'t mentioned it
because I don’t see any benefit in doing that.

Q Okay. Let’s take a look at page 12, line 8.
You say the Postal Service has recently stated to the
SMC that it is committed to implementing such a
procedure that will enable mailers to identify DND
addresses on rural routes so they can utilize
simplified addressing.

Now, this is your characterization of the
Postal Service’s response to SMC, correct?

A That is what has been related to me as a
direct conversation between Mr. Ashley Lyons from the
Postal Service and Mr. Vincent Juliano from Advo.
There has been extensive discussions.

The Postal Service, Mr. Lyons, has told Mr.
Juliano it’s very safe to say that the Postal Service
is committed teo finding and utilizing a mechanism for
Do Not Delivers.

Q Okay. You used both the word "stated" and
"committed" in the same sentence.
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A Yes.

Q Is it your understanding that that is a
statement made by the Postal Service or a commitment
made by the Postal Service?

A It's a statement by Mr. Lyons whereby he
said the Postal Service is committed.

Q So you view that as a commitment of the

Fostal Service to SMC?

a Yes.

Q You’'re characterizing it that way?

A Yeg, sir.

Q Okay. Now, you say you haven’t heard that,

and you’ve identified who said it, and you’'ve heard
that from --

A Mr. Juliano told me that directly himself.

Q QOkay. Do you know when that statement was
made?

A I wrote it down. This was a November 2,
2006, phone call between Ashley Lyons, Mr. Ashley
Lyons, and Mr. Vincent Juliano.

It followed the most recent meeting between
the Postal Service and the SMC, which was on
October 18, and at that point there were discussions
about varioug Do Not Deliver mechanisms on rural
routes.
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There seemed to be no disagreements, no
problems. The only issue was which mechanism would be
the best for everybody involved.
0 And what date did you say? November 27
A A November 2 phone call.
Q And then your testimony was filed
November 20, correct?
A Yeg, sir.
And now we’'re December 4, correct?

Q

A Yes, sir.
Q Any update you can give us as of today?
A

I have not heard anything else. You’'re

right.

Q Is this commitment also in writing, to your
knowledge?

A I have not heard that.

Q Do you know if it has anything to do with

the negotiations with the rural carriers?

A I’'ve told you everything I know.

Q Okay. Then I will not ask any more. Let me
agk you to look at page 6, line 12. You say, "Under
ECP as espoused by Drs. Panzar and Sidak in this
proceeding, rate differences within a subclass should
reflect cost differences," correct?

A Yes, sir.
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Q Are you saying that it’s your understanding
that Dr. Sidak considers a mailer’s choice of shape or
weight of a mail piece to represent worksharing?

A Originally he seemed to think that it was
not. Advo asked him some questions, and I have
responses, Sidak responses, listed in footnote 1.

What Dr. Sidak says is if the value is
reascnably the same within the subclass then he would
agree with Dr. Panzar. We gave him Dr. Panzar's
quote, and he said he would agree under those
conditions.

Q Ag long as all the categories are assumed to
have the same value, correct? That’s what he said?

A Reasonably assume. I don’t exactly have the
words. I can look them up for you if you want.

Q Well, let me ask you about your view. The
footnote cites to Witnesses Sidak and Panzar, but I
take it that reflects your position also?

A Right. There’s been a lot said about this
particular issue of value with a subclass and whether
you can assume that every product within the subclass
has the same value or same price sensitivity, price
elasticity if you will.

If you assume that they’'re reasonably the
same price elasticities, when you assume that, which
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is what Dr. Panzar was assuming, then theoretically it
makes sense. There are reascns mailers make decisions
between letters and flats, depending on their purpose,
but also depending on their cost.

Q When you say "makes sense," makes sense to
you?

A Yegs. From an economic standpoint
mathematically, there are good reasons for doing that.

Q Okay. If they have the same value?

A If they reasonably have the same value.

Now, I think Dr. Panzar has been taken to task on
that. You know, when you do a theory you’ve got to
come up with some simplifications, and that was his
simplification.

Q Okay. Let me ask about the corocllary of
that theory then. If all shape and weight categories
do not have the same value then is it fair to say that
Dr. Sidak would not agree that ECP principles are
applicable?

A I think if you can identify them and come up
-- I mean, if you can quantify the differences or come
up with some good, qualitative arguments why they are
different and you go in the correct direction towards
those differences then I think most economists -- I
can’t speak for Dr. Sidak, but I think most economists
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would pretty much agree that that’s what you should
do.

0 Let me just nail this down and suggest two
different statements and ask you which of these is
more closely reflective of your view.

Let’'s say Statement A is that the principles
of ECP are applicable to shape and weight regardless
of whether all shape and weight categories have the
same value sco that it doesh't matter if they have the
same value. That would be Option A.

Option B is agreeing with Dr. Sidak that ECP
principles are applicable only when shape and rate
categories have the same value.

A Okay. First of all, I think what you mean
ig within a subclass.

Q Yes.

A Okay. I don’'t believe that I can agree with

either one of these.

Q Okay.
A It’s not gquite that cut and dried.
Q The difference between the two 1is if the

shape and weight categories have the same value. They

either do or they don’t. How is there a middle ground

there? Do you have a middle ground between these two?
A I'm trying to organize my thoughts here.
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Within a subclass I think the simplification that Dr.
Panzar had and Dr. Sidak kind of goes alcong with is
that if you can assume they all have the same value
within a subclass roughly, the same price sensitivity,
then ECP is appropriate.

You don’'t know for sure what you’ve got in
texrms of price gsensitivity. You know the overall
price sensitivity for the subclass, and basically the
only differences that you see within the subclass are
cost characteristic differences, either worksharing or
shape-related or weight-related. That is a
simplification to come up with the economic theory.

In practice I think Dr. Panzar has been
taken to task, and I think a little bit unfairly. In
practice it’'s not that simple. In practice within a
subclass sometimes you can identify products that are
different and that qualitatively you know have a
different price sensitivity and qualitatively you know
which direction it is so that you can do something,
something more within a subclass than just ECP.

I think that you need to look at the
characteristics within a particular subclass to make
those decisions.

Q I want to go back to my A and my B.
A Ckay.
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Q Let’s dissect this because I'm not sure I
still grasp the distinction you’re making.

The one thing I did understand is you said
that in practice things are more difficult than they
are in theory, correct?

A That’s correct.

0 Okay. Let's deal with this at a theoretical
level for the moment because that’s most of what
Witness Panzar does, correct?

A Yes, sir.

Q And Witness Sidak?

A Yes.

Q Okay. I want to know what your position is,
and I'm going to give these two separately and ask you
to comment on whether you agree or disagree.

The first is do you believe that the
principles of ECP are applicable regardless of whether
categories have the same value?

A The first one, ECP would be applicable if
you have no information, no good information on
relative price sensitivities and/or if there is a
considerable amount of mailer decision based on those
rates among the different categories within that
subclass.

Now, if there is a known difference in value
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and not only do you know -- you can’t gquantify it, but
you know and you know generally the directions, then I
think sometimes it is useful, wvery useful, to depart
from ECP and have a lower cost contribution for or
lower cost coverage for the parts of the subclass that
are more price sensitive.

Q So when you hear the words "shape and weight
categories having the same value" you think
elasticity? That'’s what comes to mind, correct?

A Well, I think we’re talking about rate

categories now, aren’'t we?

Q We’re talking within a subclass.

A Rate categories.

Q Yes.

A Okay.

Q But each time the word "value" came up you

took it to be elasticity.

A Right.

Q So I‘m just saying that your understanding
of value is elasticity, correct?

A Yes, for the individual rate categories.
Actually, you know, if you really wanted to get into
it you could do price sensitivities even within a rate
category.

You could look at that, but that information
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is not available. Certainly the quantitative
information is not available.

Q The second option, B, that I gave you before
was what I characterized as Dr. Sidak’s view that ECP
principles are only applicable when all shape and
weight categories have the same value.

Is that a fair statement of what Dr. Sidak
-- Qr reasonable. You had reasonable.

A Yes. I can’'t remember exactly what his
words were, but --

Q Do you agree with that?

A I think what he’s saying and what Dr. Panzar
is also saying is if you don‘t know that there is any
difference within the subclass you have to assume that
they‘re all about the same and that ECP is
appropriate.

In other words, if you don’‘t have
guantitative information you don’t really haﬁe a lot
of gqualitative information one way or the other. Then
the best way to, you know, maximize efficiency that
you have as a rate maker is to go with ECP.

Q So you would agree that ECP doesn’t apply
when it’s demonstrated that different rate categories
do not have the same value?

A If it’s substantially different, and I
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couldn’t tell you how much substantial again.

Q Anticipating the gquestion.

A There’s an art to this. These are not hard
and fast rules and shouldn’t be taken that way. There
is an art to this, and you need to look at each
circumstance to see how to apply the theories.

Q Okay. Let’s talk about this with respect to
weight. First of all, to the best of your knowledge
does Advo itself sell any products or services to
consumers like L.L. Bean or Lands End? It doesn’'t
engage in direct retail sales, correct?

A No.

Q I mean, its primary business, if not its
exclusive buginess, is selling advertising in co-op
mailings, correct?

A Effectively it‘s a mailler of advertisements,
yes.

Q Okay. So the pieceé in Advo’s co-op
mailings are frequently advertisements for products
and services sold by other companies, correct?

A {Non-verbal response.)

Q I think vyou said yes, but I --

A Yes, sir.

Q Okay. Thank you. Sometimes it doesn’t pick
up.
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Agide from the fine work that Adve does in
giving publicity for missing children, is it fair to
say or to presume that Advo is paid for each piece
that’s included in the co-op mailings?

A Generally.

Q That would be your expectation?

A Yes.

Q Do you recall that Mr. Otuteye has a firm --
Money Mailer, I believe -- and is it your
understanding he gets paid for every additional coupon
in his mailings as well?

A Generally, yes.

Q And each item in an Adveo co-op mailing or
each additional coupon in one of Mr. Otuteye'’s
mailings adds to the weight of the mail piece, doesn’t
it?

A Yes, sir.

CHATRMAN OMAS: Mr. Olscn, excuse me. Could
you tell me how much longer you have with this witness
approximately?

MR. OLSON: I would say about 45 minutes.

CHAIRMAN OMAS: With that, we‘ll take a --

MR. OLSON: Mr. Chairman, i1f I could, I
could probably -- that’s fine. I was just saying I
could get to the end of a section, but I think you're
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taking the wise course.
CHAIRMAN OMAS: Well, the morning break.
Thank.you.
{(Whereupon, a short recess was taken.)
CHATRMAN OMAS: Mr. Olson?
BY MR. OLSON:

Q Ms. Crowder, before the break I was asking
you some questions about Advo, for example, being paid
for each piece that’s included in its co-op mailings.
Do you recall that?

A Yes, sir.

QO And that that added to the weight of the
piece, correct?

A Yes, sir,

Q So as weight of the mail piece increases,
cooperative mailerg like Advo and Money Mailer and
Valpak for that matter are receiving more revenue for
the package, aren’t they?

A Yes.

Q ‘And receiving more revenue for the package
at least gives them the opportunity to make a higher
profit on the package, doesn’t it?

A Well, it depends on whether that revenue
covers the cost.

Q It gives them the opportunity to make a
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higher profit?

A Exactly.

] And would you agree that heavier weight mail
pieces are likely to be more profitable to saturation
mailers like Advo and Money Mailer and Valpak?

A I would agree that the heavier weight
pieces, the more weight that the piece includes for
shared mailers, co-op mailers, the more likely that
that program is profitable and will remain viable.

0 And the more likely it is profitable the
more valuable that extra weight is to the mailer,
correct?

A Again, it depends on the margin they can get
on that extra weight.

Q Right. The pricing of the extra postage
versus the revenue from the extra piece, correct?

A Yes.

Q Okay. And we may not agree on what it is,
but assuming some type of rational rate structure then
if Advo sees that the weight of their pieces is going
up they’re probably going to be happy about that,
wouldn’'t you say?

A Again, it depends on the margin that they’'re
getting on those pieces. Sometimes they don’t get
very much.
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Q I'm asking you to assume some reascnable
price structure, even though we may not agree what it
is, in terms of the postage that’s paid for the extra
weight and saying in general when the weight goes up
of a cooperative mailing isn’t that something that
makes the owners of the company smile?

A If they’re making a profit on it, yes.

Q Okay. Then on what grounds can we assume
that heavier weight pieces have no more value than
lightweight pieces?

a Because 1f you’re talking about value as
being price sensitivity or price elasticity, then I
think that you can assume that heavier weight pieces
are more price sensitive or adding weight toc a mailing
is more price sensitive than just the mailing itself.

Let me see how I can explain this. As you
add weight to a mail piece, and I'm talking about
shared or co-op mailings now. As you add weight,
there become more alternatives for that kind of
advertising.

Adding weight means that the package or
piece may go to private delivery, which it often does.
Additional weight also has an alternative with
newspapers as you add weight.

Q Ckay.
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A Additional weight also has an alternative
with internet advertising.

Q The additional weight we agree is generating
additional revenue, correct, and then it’s all a
matter of what it costs?

A If you are looking at it every piece I'm
going to get a margin and the more pieces I get
obviously I get more margin, that’s not really the way
it works.

In order to get those additional pieces you
have to bring your price down, and adding weight means
that the mailer is facing that pound cost.

Q I'm sorry. You talked about bringing the
price down. Are you saying that for some pieces that
Advo drops its unit price for adding an extra piece?

A In order to fill its packages, it has to
price in order to get that additional weight. That
additional weight can either go in the shared mail
package, or it can go in a newspaper, or it can go in
private delivery, or in some cases it can even go on
the internet.

Q So are you saying that the last people to
make a decision to buy in any given week are given a
reduced rate over the ones before them?

A No, sir. Actually that’s not the way it

Heritage Reporting Corporation
(202) 628-4888




1G

11

12

13

14

15

16

17

18

10

20

21

22

23

24

25

11815
works at all.

0 I didn’'t think so.

A I think Mr. Otuteye explained that in the
last rate case.

For shared mailers, for most shared mailers,
they have to price as though any piece of advertising
is going to go over the break point, so the pound
rate, the Postal pound rate, is their marginal cost
that they have to cover in order to make any kind of
margin on that additional insert to the package.

0 Let’s assume we're just dealing with pieces
that are below the pound rate, and therefore they’re
paying the same rate, the minimum per piece rate, all
right, whether they be letters or flats?

A And what are we assuming about them?

Q Well, let’s come at this a different way.
Let me ask you to take a look at page 8 of your
testimony, line 6. There you say -- I think it would
be okay to excerpt this phrase -- you say, "The ECR
pound rate does not comport with ECP principles.”
Correct?

A Yes, sir.

Q And you testimony says that the ECP rule on
basing rate differences on cost differences should be
applied to all cost-causing characteristics of mail
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that are reflected in the rate structure. Correct?

A That’s ECP. That’s the ECP guideline, yes.

Q Would you be willing to limit the
application of the ECP rule to only those cost
elements or characteristics that can be workshared?

A No.

Q So ECP would apply equally to matters like
presort and destination entry, which can be

workshared, as well as weight and shape, which cannot.

A I'm not sure that I entirely understand your
question.

Q Well, let me ask it again.

A Maybe you should repeat it because I'm not

quite sure I understand.

Q Are you willing to limit the application of
the ECP rule to only those cost elements or
characteristics that can be workshared?

A It depends on what you mean by "workshare"
because mailers do all sorts of worksharing that are
maybe not entirely obviocus. For example, I think
there was some discussion about this a couple of days
ago.

You may have mailers that are now mailing
flats who will do certain things to those flats, maybe
fold them or quarter-fold them or tab them or do
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whatever, and that makes them a letter. It’s at their
expense, and it saves the Postal Service money, and,
to me, that would be a form of worksharing, although
it’s not the kind of worksharing that’s been discussed
in this proceeding.

o Well, let’s take the issue of weight. When
a mailer determines the weight of a mail piece, do you
view that as something that can be workshared?

A To some extent, yes. I believe even Valpak
does that. It can reduce the weight of its piece. It
can reduce the weight of its paper. It can go from
full-size to half-size. There are different things
that can be done. I'm not saying, you know, it's a
whole --

C What does "full size" and "half size" mean?

A A full sheet would be maybe eight-and-a-
half-by-11, and a half-sheet would be half of that.

Q I'm talking about weight at the moment. Do
you mean print on the less paper or lighter paper? Is
that what you’re saying?

A Something like that. That can be done.

Q and you would consider that worksharing.

A Well, to the extent that it might be saving
weight-related costs for the Postal Service, and it
does cost something to the mailer, maybe not in
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operational costs, but it would cost something to the
mail in terms of the value of that mail piece in terms
of response rate. Yeah, I think you can consider it
that way, too. These are decisions that mailers make
in order to reduce their postage, and when they reduce
their postage, they must be --

Q It’'s certainly not worksharing in the sense
of doing something that, otherwise, the Postal Service
would have to do to the mail, such as transport it or

sort it. Correct?

A Again, we need a definition of
"worksharing."
Q Okay. Would you look at page 15, please?

You have a sentence there that I’'ve stumbled over. It
says: "Theoretically, when ECP principles --" this is
line 1 "-- are applied, shape-density rates should be

designed so that average piece revenue equals average

piece cost." Is that correct?
A Yes, sir.
Q Can you tell me what it means to design

rates so that average unit revenue equals average unit
cost?

A That would be marginal cost pricing.

Q So that means that you’'re setting rates
equal to costs without making any contribution to

Heritage Reporting Corporation
{(202) 628-4888




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

11819

overhead.
A This is a theoretical.
Q Well, we still have to recover institutional

costs, don’'t we, even if we used ECP principles?

A Then you would change that to say, so that
the difference between average piece revenues equals
the difference between average piece costs. That’'s
what you would say here. The difference between
average piece revenues would equal the difference
between average piece costs.

Q Are you suggesting that there is another,
better way to have written your sentence?

A Yeah. I understand now why you’re confused.

Q Am I confused because I don’t understand it
or that the sentence isn’t right? You're not saying
that ECP principles lead you to a point where you
cannot recover institutional costs, are yvou?

A No. ECP principles don’t really have --
Ramsey pricing or something of that nature is what
tells you how to go about doing things if you have
costs that are in excess of the variable costs, if you
have fixed, like institutional costs.

Q Qkay.

A This is generally what you're trying to say
here is you want the revenue difference hetween any
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two or three or four, however many types of rate
categories you have, to equal their cost differences
because those are the marginal cost differences, and
the marginal cost differences are what are considered
the correct price signals under ECP.

Q Okay. And if the ECP rule is used for every
element or characteristic in the rate gtructure,
doesn’t that result in a contribution from each and
every piece within the subclass that is equal?

A Yes.

Q And that’s what you say on page 15, lines 3
through 6 there. Correct?

A Yes. Let me make sure. I have to read it
first. Yes, sir.

Q I'm sorry. Yes?

A Yes, Sir.

Q Okay. Thanks. And in standard mail, that
would mean, if each piece has an equal contribution,
ip standard mail, would that not mean that a one-ounce
letter and a 1l5-and-a-half-ounce flat would pay the
same contribution to overhead?

A Under ECP principles, yes.

Q Okay. Can you explain what characteristics
the pound rate would have to have in order to comport
with ECP principles?
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A It would have to be much lower. I don’t
have a full estimate, but I think I've given you all
an estimate of what the weight-related cost looks like
for ECR, and so I would say it would have to be down
at that level somewhere.

Q Well, let’s talk about a broader look at the
Postal Service. 1In first-class mail, the extra-ounce
rate is currently 24 cents. Would you accept that?
And that’'s equivalent to $3.84 a pound. In your
opinion, does the extra-ounce rate reflect the cost of
extra weight in first class, or is it marked up?

A I am not real familiar with first class. I
would suspect it’s marked up, but I honestly don’t
know very much about first class.

Q In the design of priority mail rates, do you
know whether the cost of weight is marked up?

A No. I'm not familiar with priority mail.

Q In the design of parcel post rates, do you
know if the cost of weight is marked up?

A I have looked at parcel post just very
briefly, and, yes, that is marked up. The weight-
related cost is equal to two cents per piece plus
whatever the transportation cost is, and they do mark
that up.

Q Are you aware of the fact that the
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Commission has held that the pound rate in standard
mail should have a markup on it?

A I‘m not testifying as to what the Commission
has stated. I am simply saying that, under ECP
principles, the pound rate should be equal to the
pound-related cost.

Q When you appear as a witness and participate
in these cases, and the Commission issues its opinion
and recommended decision, you probably grab it like
the rest of us and want to see what happened.

A Well, that’'s a very good question. I see
the Commission has a lot of things that they must
balance, and I don’t always agree, but I don’'t believe
that I should temper my opinion for that reason. I'm
trying to give the best information that I have in the
testimony.

MR. OLSON: If I may, I would like to show
you something from a prior opinien.

(Pause.)

BY MR. OLSON:

Q This is, as you can see, from Docket No.
R2000-1, and it’s paragraph 5462. Do you see the
highlighted secticn?

A Yes, sir, I do.

Q The Commission said: "Including a markup on
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the pound rate is logical since all of the rates
should recover attributable costs plus markup. Thus,
when the Postal Service proposes a pound rate, and
when the Commission recommends a pound rate, there is
an implicit cost coverage attached to both the piece

rate and the pound rate for mail above the break

point." Correct?
A I think you’'ve read it correctly.
Q Okay. Could you explain how your views

about the pound rate compare and contrast with the
Commission’s position?

A I think that we all should recognize that
the pound rate is exceptionally important in ECR. It
influences mailers’ decisions considerably, and, in
addition, the cost that underlies that pound rate is
likely to be much lower than what you might estimate
under an implicit, 213-percent cost coverage.

The pound rate should be reduced, if not for
ECP purposes, although ECP would argue, ECP guidelines
are that the weight-related charge should be based on
the weight-related cost, but, in addition, lowering
the pound rate, putting less markup on it, would
generate additional volume.

More saturation mailers, at least flat
mailers, would become more successful and would be
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able to expand their coverage areas, maybe even expand
the numbers of in-home dates. This is an example of
where you have not only an ECP guideline, but you also
have a price-sensitivity guideline, and, at least
based on what I know, I know that the sensitivity of
mailers to that pound rate is very high.

Q Let’s take a look at your testimony on the
next page, 16, line 8. There, you calculate, I think,
what you call a "maximum pound cost" of 45.7 cents.

Is that correct?

A Yes.

Q I understand that what you say is a maximum,
but Let me just ask you this. If the Commission took
the position that pound rates should continue to be
marked up, would you tell me whether this maximum, or
whatever the proper pound rate cost is, should be

increased by whatever markup the Commission considers

appropriate?
A I wouldn’t recommend that, no.
Q You would recommend no markup on the pound.
A I would recommend either zero or a very

small markup, for the reascns I've explained.

Q Well, let’'s take a look at the top of page
16, also where you discuss the relationship between
the piece rate and the pound rate, and you say,
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"Because of the break-even constraint, if the pound

rate is too high, then the piece rates, in

combination, are too low." Correct?
A Yes, sir.
0 Is it your argument that Mr. Mitchell’'s

minimum per piece rates for letters and flats are too
low and that you would like to see the minimum per
piece rates for both letters and flats reduced?

A Would you repeat that, please?

Q Are you criticizing Witness Mitchell’'s
testimony, in that you say that the minimum per piece
rate for both letters and flats is too low, and you
would like to see the minimum per piece rates for
letters and flats increased?

A I think that a proper balancing of the rates
would increase the piece rates and reduce the pound
rate.

I would like to point out something else as
well, if you don’'t mind. When you’'re talking about
this markup, this cost coverage on the pound rate, I
have looked at that, and I’'ve looked at that with
respect to the Postal Service’s proposed rates and
also with Mr. Mitchell’s rates, and we have a very
interesting piece of information in the record, and
that was one that the NAA requested, which was weight,
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cost per piece by weight, and when you lock at that,
you can compare cost per piece roughly below the break
point and roughly above the break point and compare
that to average revenue, and you will find that the
cost coverage for pieces roughly over the break point
is much higher than the cost coverage for pieces below
the break point, and that occurs regardless --

MR. OLSON: There is no question pending.
Mr. Chairman, if counsel wants to go into this on
redirect, I have no objection, but I don’t have a
question pending. The witness just started saying, By
the way, I have one more thing to say.

THE WITNESS: Excuse me. I believe that you
asked --

MR. QLSON: Mr. Chairman, if I could ask a
question.

THE WITNESS: Excuse me. He asked me about
a markup on piece and --

MR. OLSON: No.

THE WITNESS: You asked me about the
rebalancing of piece and pound.

MR. OLSON: 1I'1ll re-read the question. I'll
re-read the question.

THE COURT: Allow him toc restate the
question. Thank you.

Heritage Reporting Corporation
(202) 628-4888




10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

11827

THE WITNESS: I'm sorry.

BY MR. OLSON:

Q Is it your argument that Mr. Mitchell’s
minimum per piece rates for flats and letters are too
low, and you would like to gee the minimum per piece
rates for both letters and flats increased?

A Yes, and I will explain. Because when you
compare average revenue minimum per piece for both
letters and flats, you compare the minimum per piece
cost to the minimum per piece revenue, and then you
compare the revenue and cost for pieces over the break
point. You look at those two. The cost coverage for
pieces over the break point is way higher than the
cost coverage for pieces below the break point.

So even if you are looking at cost coverage
and you use that as your decision rule, still you need
that rebalancing, which is --

Q I'm not sure this has anything to do with my
guestion. Let me just go to the next gquestion and
say, are you saying that Mr. Mitchell did not propose
a reduction in the rates for pound-rated pieces, or
are you saying that he didn’t reduce them far enough
to suit you?

A He used the pound rate that was proposed by
the Postal Service, which is a slight reduction. So
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he did propose a slight reduction, the same slight
reduction the Postal Service proposed.

Q Ckay. Take a look at footnote 23, please,
where you say at the end of that, the next-to-the-last
line, "Then he should have reduced the pound rate by

at least the same amount as he reduced the piece

rate." Do you see that?
A Yes.
Q Okay. Can we agree, at least, that for

pound-rated mail that the total postage that a mailer
pays consists of both a piece rate and a pound rate?

A Yes, sir.

Q Okay. And if the pound rate is held
constant -- this is my question ~-- if the pound rate
is held constant, do you agree that if you reduced the
minimum percent piece rate by X cents that you would

also reduce the piece rate paid by those pound-rated

pieces?
A Yes.
Q So, in terms of the total postage bill for

pound-rated mail, isn‘t it the case that when the
minimum per piece rate is decreased by X cents, that
the pound rate mail also get a decrease exactly equal
to the decrease received by the minimum per piece
mailers?
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A They are facing the same piece rate, so yes.
Q So your position is not that Mr. Mitchell
proposed rates -- well, I think you answered that.

The pound-rated pieces of ECR mail certainly
benefit from the proposed reduction in ECR coverage
that Witness Mitchell proposes. Correct?

A Pound-rated pieces benefit, yes.

Q Okay. Let’s ask you to look at page 22,
please, line 14. There you have a summary of Ramsey
pricing. Correct?

A Yes, sir.

Q Would you agree that, both here and where
you discuss it on the next page, that you limit the
application of Ramsey pricing to subclasses?

A On this discussion, generally what I'm
saying is that it's generally used for subclasses,
yes.

Q And is thaﬁ your opinion, that Ramsey
pricing should be used only for subclasses?

A Ramsey pricing is a pretty sophisticated
tool. Generally, Ramsey pricing says that the more
price-sensitivity types of mail should get a lower
markup. I agree with Witness Panzar that if you do
not know anything about the price sensitivities of the
mail that are included in the subclass, then really
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what you should be doing is using Ramsey pricing only
at the subclass level and ECP below the subclass
level.

Q So is it your position that none of the
nonceost factors of the act in 3622({(b) should be
applied within a subclass?

A No. Absolutely not. I'm trying to provide
some economic testimony here, and those other factors
are not something that I have a whole lot to say
about. I recognize them, and I understand what some
of them mean, but I'm going to leave most of that to
the policy people.

Q Let me see if I understand. Is it your
general position that you recommend ECP for pricing
within all classes of mail, not just standard ECR?

A Okay. Again, ECP is a concept, a theory. I
think a lot of other people in this proceeding have
explained and arqued that sometimes you can’t just
rigidly apply a theory to a subclass, particularly
with respect to the Postal Service, where you have
some very large subclasses that contain a lot of
different kinds of mail in them.

I am just trying to explain what these
theories and concepts are in this particular section,
and I do agree that if you don’t have any othex
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information on price sensitivity, that ECP is the best
that you’re going to be able to get to, unless you're
making some judgments about those 3622 (b) factors, or
whatever they are.

Q Okay. On page 24, you summarize ECP, and in
the summary at the top of the next page, page 23, line
2, you use the phrase, "dynamic efficiency." Could
you give me a definition of "dynamic efficiency"?

A Okay. That’s a good guestion. What I meant
there was sometimes people use that term when they
mean that you want to improve efficiency over a longer
period of time than just the immediate period, and I
kind of meant that. But what I really meant was
dynamic efficiency in terms of promoting good
competition, efficient competition, within the markets
that the mailers compete.

Q Are you familiar with the concept of dynamic
efficiency discussed by Postal Service Witness Richard
Schwansey in Docket No. MC95-17?

A I vaguely remember reading that, and he had
three different kinds of efficiencies that he was
talking about. I haven’t read that in years, but I do
remember that, yes.

Q Do you have differences in the way you use
the term from the way he used the term?
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A I honestly would have to go back and look,
but I believe that for dynamic efficiency, he would
probably say that it does encompass competitive
efficiencies due to good competition and that it would
also encompass more than just the immediate period,
that you want to look at improving efficiency over a
longer time period.

Q I know you said before that you generally
didn’t spend a lot of time with first-class mail, but
I want to ask you a question to get to a point that’s
applicable to ECR.

In first-class mail, do you believe the
contribution from a two-and-a-half-ounce letter, which
currently pays 87 cents, is about the same as the
contribution of a half-ounce letter, which has a rate
of 39 cents?

A You have two and a half ounces, 87 cents;
and then a half-ounce, which is --

Q ~-- the minimum rate, 39 cents.

A And what is your question again?

Q The question is, do you believe that the
contribution from each of those pieces is about the
same?

A I have no idea. I honestly could not answer
that. I don’'t even know what kind of piece you're
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talking about. I really couldn’t say.

Q Well, let’'s say they are both letters, a
two-and-a-half-ounce letter and a half-ocunce letter.
You wouldn’t have any basis to say, for example,
whether the unit contributions were relatively close
or substantially different if I gave you those two
choices.

A I would guess that they are different, but,
honestly, I don’t know anything about first class.

O With respect to priority mail, if you had a
50-pound package that went to Zone 8, the rate, I
would ask you to assume, is $92.70, and I would like
to ask you to compare that to a two-pound package to
Zones 1 and 2, which pays a rate of $4.20., Same
question: Would you have a view as to whether the

unit contribution is relatively close or substantially

different?
A No, sir, I would not.
Q You don’'t think it varies quite a bit. One

ig $92.70, and the other is $4.20,

A It looks like it might, but, again, I don’t
know what’s involved with priority mail.

Q How about out-county periodicals? Do you
believe that the unit contribution paid by all
magazines is approximately equal?
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A Qutside-county periodicals, and you want the
unit cost --

Q -- paid by different types of magazines.
This is a controversial issue.

A I know there’s controversies about that and
that they are trying to get -- I know vaguely there
are controversies about that where you have editorial
discounts and advertising prices, and I just don’t
know anything more about it than that.

o In parcel post, where you have a 60-pound
piece to Zone 8 that pays $41.49, do you think that
the contribution there is about the same as a two-

pound piece to Zones 1 and 2 that pays $4.067

A Two dollars and --

Q A two-pound piece to Zones 1 and 2 that pays
$4.06.

A And the other one was?

Q A 60-pound piece to Zone 8 that pays $41.49,
Do yvou think the unit contribution is relatively close
or substantially different?

A It's probably different because, as we
mentioned earlier, I do know very little about parcel
post, but I know enough to know that they do mark up
the transportation costs and that two-cent,
nontransportation weight cost.
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Q What I'm trying to get at -- please take a
look at what you say on page 21. In your summary, I
guess, criticism of Mr. Mitchell, you say, line 20,
"When developing rates within a subclass, the accepted
approach, as clearly explained by Dr. Panzar in this
proceeding, is to employ ECP principles that tend

toward equalizing unit contributions from all subclass

pieces." Do you see that?
a Yes, sir.
Q If the unit contributions from different

pieces within first-class mail and priority and
periodicals and parcel post all differ substantially
because of rates that the Postal Service has proposed
and the Commission has adopted or modified, by whom
has this concept of equal unit contribution been
accepted?

A Okay. I think I've already explained that
ECP is appropriate when the price sensitivities within
a subclass are reasonably close among all of the
different products. I don’t know what’s going on in
first class, priority mail, outside-county
periodicalg, or parcel post. There may be other
things going on there.

As I've explained, there is a little bit of

an art to this rate-making. There are other reasons

Heritage Reporting Corporation
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why these things might be occurring. Some, in fact,
might be just simply because it’s historical
precedent. I‘m trying to come up with some benchmark
efficiency concepts that I can use to compare for ECR,
and ECR is what I am testifying to.

I think, within ECR -- it‘’s not a real large
subclass, but it’'s a pretty good-size subclass -- I
think there are groupings within ECR that might
warrant something othexr than ECP, but ECP is one way
to look at the efficiency of rates, and I think that
it’s appropriate to look at that in terms of what is
being proposed as sets of rates for ECR.

MR. OLSON: Okay. Well, thank you very
much, Ms. Crowder. I have no more guestions, Mr.
Chairman.

MR. ACTON: Thank you, Mr. Olson. Is there
any follow-up cross-examination?

{(No response.)

ME. ACTON: Questions from the bench? I’'m
sorry. Mr. Scanlon.

CROSS-EXAMTINATION

BY MR. SCANLON:

Q Michael Scanlon on behalf of Pitney Bowes.
Hello, Ms. Crowder.
A Hello.

Heritage Reporting Corporation
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Q In your discussion with Mr. Olson regarding
the extended application of ECP to better align prices

with coste within a subclass --

A Yes, sir.

Q -- you identified the need for a workable
definition of "worksharing." Is that correct?

A Yes, sir.

Q I would like to show you -- what I‘m handing

you is a copy of page 7 of Dr. Panzar’'s testimony.

A This is great.

Q I'm sorry?

A I had forgotten -- I must have read this at
one time.

Q And at the top of page 7 there, you see that
Dr. Panzar offers a broad definition of "worksharing."
He statesg, "Worksharing referz to any private sector
activity which reduces the cost of the Postal
Service."

Would you agree that that’s a reasonable

definition of "worksharing"”?

A Yes, sir. I can give you several examples
of it.

Q Go ahead, please.

A I’'ve had quite a bit of discussion with one
of my clients, Advo, and they do a lot of, at least in

Heritage Reporting Corporation
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ECR, they do a lot of mail, not just saturation, but
they do what they call "solo mail," and what that is,
is solo mail is a piece of mail from an individual
advertiser by itself, and they have given me several
examples of situations where that advertiser, who has
a particular purpose in mind for its advertisement,
will consider various types of pieces in weight and
shape and other dimensions as well.

Sometimes they even consider those odd-size
pieceg, and it all depends on what they expect their
response rate will be to what it’s going to cost them
to get this thing out the door, including postage, and
mailers will change shape, they will change weight, if
the cost response rate warrants it.

So they are making decisions. Advertisers,
and I believe this probably also occurs in other
standard mail, but, in ECR, advertisers who do solo
mailings make these decisions all of the time, and, in
some cases, what they will do is sometimes they will
mail one piece and then separately mail a different
piece for the same purpose, to see which is going to
give them the best response rate for the cost per
response.

So this occurs all of the time. It‘s very
frequent, at least with solo mail.

Heritage Reporting Corporation
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MR. SCANLON: Great. Thank you.
Nothing further, Commissioner Acton.

COMMISSIONER ACTON: Thank you, Mr. Scanlon.

Any further cross?

bench?

(No response.)

COMMISSIONER ACTON: Questions from the

(No response.)

COMMISSIONER ACTON: Mr. McLaughlin, would

you like a few moments?

minutes.

Q

MR. McLAUGHLIN: Yes. I think, five

COMMISSIONER ACTON: Thank you.

(Whereupon, a short recess was taken.)

COMMISSIONER ACTON: Please.

MR. McCLAUGHLIN: Thank you very much.
REDIRECT EXAMINATION

BY MR. McLAUGHLIN:

Ms. Crowder, I would like to first refer you

to page 16 of your testimony. Mr. Olson had some

gquestions there where he characterized your testimony

as presenting an analysis of an upper bound of weight-

related costs. I would like to refer you very

specifically to the sentence starting at line 5 of

page 16 and also on line 8. Do you consider that

Heritage Reporting Corporation
(202) 628-4888




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

11840

estimate that you made to be simply an upper bound of
weight-related costs?

A What I have here, I say, starting on line 5,
is an extreme estimate of the maximum ECR marginal
weight-related costs can be made, and that extreme
estimate is the 45.7 cents. I should have pointed out
that that includes all piece-related costs in there,
but I'm just agsuming that all piece-related costs are
also pound rated.

Q In other words, for calculating the 45.7
cents cost, you assumed that within ECR there is no
pilece-related cost whatsoever, that it’s 100-percent
pound related.

A That's exactly right. There is another
estimate that you can make here, and it has to do with
just looking at what they do in parcel post. Parcel
post assumes that the weight-related cost i1s two cents
per piece, no matter what the size of the piece, plus
the transpcortation cost.

Okay. Well, if you were to do that for ECR,
what we have is a drop-ship cost of about -- I think
it’s 24.1 cents. When you add two cents to that, it’'s
not getting you very much. That’s what, 26 cents?

And even that might be tooc high. But that would be
based on two cents out of parcel post, which is

Heritage Reporting Corporation
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completely -~ you know, they have got to be more
expensive than ECR pieces.

Q In other words, that estimate that you have
there, as you say, must be considered well above an
upper bound.

A Absolutely, and I am absolutely convinced
that even the pound rate that I include in my sample
rates includes a huge cost contribution to
institutional costs.

Q So if you were going to be marking up a
pound rate, you wouldn’'t mark up something anywhere
close to the 45.7 cents, would you?

A No. BAbsolutely not. I’ve pointed out
before, I looked at the Postal Sexvice’s rateg, and I
compared them to the costs in that NAA set of cost-by-
weight increment, and even with the Postal Service’s
costs, pound-rated mail is making a very, very large
contribution by comparison to piece-related mail.

Q And were you referring there to NAA
Interrogatory NAA/USPS-17?

A Yeg. I believe that’s it.

Q Mr. Olson also asked you about, under your
assumption that 50 percent of DALs would convert, that
the remaining 50 percent of DALs that stay in the
system, the surcharge that’s proposed for the Postal
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Service would not fully cover the cost difference,
even though the rate paid by that mail would far more
than cover its total costs. Do you recall that?

A Yez, I da.

Q And he was asking you, what do you do with
that shortfall in contribution? Who should bear it?
To start with, is 50 percent, in your view, a
reasonable estimate of the amount of current DAL
mailings that will convert to on-piece addressing?

A No. I used 50 percent to be conservative
and to make the point that there will be cost savings
in the test vear. I personally know that Advo and
Hart Hanks are going to on-piece addressing, and they
are the two biggest mailers of DALs in saturation.
I've estimated that the Advo and Hart Hanks would be
well over 87 percent of all DALs they represent. 1In
addition, I know that there are other SMC mailers who
plan on converting. So I believe there will be a
relatively small amount of DALs in the system.

In addition, I know that for some of the SMC
mailers who are not converting, they are going to
private delivery because of the DAL suxcharge and the
higher pound rate. I personally know of one example
in Florida where they were in the mail stream, and
they are now converting -- I believe it’s 400,000
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households weekly to private delivery for those two
reasons: because the pound rate is too high for them,
they want to remain successful, and the DAL surcharge.
They are not sure that the Postal Service is going to
allow them to do simplified on city routes, and they
are having difficulty putting an address on their
piece.

MR. McLAUGHLIN: I have no further
gquestions.

COMMISSIONER ACTON: Thank you, Mr.
McLaughlin. Any further questions?

(No response.)

COMMISSIONER ACTON: There being none, this
completes your testimony here today, Witness Crowder.
Thank you for your time and your contribution to the
record. You're excused.

(Witness excused.)

COMMISSIONER ACTON: Let’s take an hour for
lunch and come back at one-fifteemn, please.

(Whereupon, at 12:15 p.m., a luncheon recess
was taken.)

/!
/7
/7
//
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AFTERNOON SESSION
{(1:15 p.m.)

COMMISSIONER ACTCON: Are we ready?

MR. BAKER: Yes. The Newspaper Asscciation
of America calls Allan T. Ingraham to the stand.

COMMISSIONER ACTON: Mr. Ingraham, I believe
you’'ve already been sworn in.

Whereupon,

ALLAN T. INGRAHAM, Ph.D.

having been previously sworn, was recalled
as a witness and was examined and testified further as
follows:

MR. BAKER: 1I’'m going to present the witness
with two copies of a document entitled, "The Rebuttal
Testimony of Allan T. Ingraham on Behalf of the
Newspaper Association of Zmerica," designated NAA-RT-
2, with a notation, "Final as of December 1, 2006,"
which date we filed some errata to it.

DIRECT EXAMINATION
BY MR. BAKER:
Q Mr. Ingraham, 1s this the testimony that was
prepared by you or under your guidance?
A Yes, it was.
Q (Mike off.)
CHATIRMAN OMAS: Is there objection?
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(No response.)

CHATRMAN OMAS: Hearing none, I will direct

counsel to provide the reporter with two copies of the

corrected testimony of Allan T. Ingraham. That

testimony is received into evidence and is to be

transcribed into the record.

//
//
//
//
//
//
//
//
//
//
//
//
/!
/1

(The document referred to was
previocusly marked for

identification as Exhibit No.
NAA-RT-2 and was received in

evidence.)
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INTRODUCTION AND QUALIFICATIONS

My name is Allan T. Ingraham. | am Senior Vice President of Criterion
Criterion Auctions, LLC, 1620 Eye St., NW., Suite 800, Washington, D.C., 20006.
My qualifications and background are presented in my direct testimony in this
proceeding.

This is my second appearance as a witness before the Postal Rate
Commission. In this rate case | submitted direct testimony on behalf of the
Newspaper Association of America on rate setting for Enhanced Carrier Route mail
with on-piece addressing and with Detached Address Labels.

| am testifying on behalf of the Newspaper Association of America. My
testimony responds to the testimony of Val-Pak witness Robert W. Mitchell (VP-T-1)
and Mail Order Association of America witness Roger Prescott (MOAA-T-1)
regarding certain technical shortcomings in their analyses. In addition, certain
analyses in the testimony of witnesses Mitchell and Prescott are either flawed or

incompiete, which calls into question the validity of their conciusions.

I SumMMARY OF KEY ELEMENTS IN WITNESS MITCHELL’S AND WITNESS PRESCOTT'S
TESTIMONY

Witnesses Mitchell and Prescott both recommended a decrease in Standard
ECR rates, claiming that the cost coverage of ECR mail is too high. Witness Mitchell
advocated an offsetting increase in Standard Regular rates. Witness Prescott did
not offer a recommendation as to how to offset a reduction in contribution from ECR
mail. To support their recommendation, these witnesses rely, in part, on elasticity of

demand estimates provided by USPS witness Thress. For example, Mitchell claims
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that if the own-price elasticity of demand for ECR is -1.1 {the approximate long-run
elasticity for ECR that Thress estimated), then increasing the price of the subclass
causes the revenues generated by that subclass to decline.' He expands on this
point by stating that the value of the type of mail in question is reduced, at the
margin, by increasing rates above marginal cost:

| discuss the concept of value in some detail, including its reiation to

notions of economic efficiency. | point cut, and show graphically, that

value is lost when, through application of a cost coverage, rates are

increased above costs, and that the problem is particularly acute
when the elasticity is high.?

Furthermore, Mitchell cites the difference in Thress' elasticity estimates between
ECR and Standard Regular as evidence that the rates for ECR should be lowered
and the rates for Standard Regular should be raised:

In this docket, Postal Service witness Thress estimates the own-

price elasticity of Commercial ECR to be -1.079 and of Commercial
Regular to be -0.296. USPS-T-7 at 9.°

Therefore, Mitchell also supports his rate design based on slasticity estimates
generated by the Postal Service in this rate case and on his projection of those
estimates into the value of ECR mail and Standarc_i Regular mail.

Finally, witness Prescott argues that the elasticity of demand for ECR mail
has increased since 1997:

The own-price elasticity of rates for ECR mail has changed from -
0.598 in R97-1 to -1.080 in R2006-1.14 The increasing elasticity

! Testimany of R. Mitchell, VP-T-1, on behalf of Valpak Direct Marketing Systems, Inc. and
Valpak Dealer's Association, Inc., before the Postal Rate Commission, Postal Rate and Fee
Changes, Dkt. No. R20086-1, at 47.

2 id. at 73.
% Id. at 74-75.
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means that rate increases in R2006-1 wili create a greater decline in
volume than caused by the increased rates in R97-1.°

Based on what he states is an increasing elasticity of demand for ECR mail, Prescott

argues for a reduction in that mail’s contribution to institutional costs.

1. ANALYTICAL FLAWS IN THE TESTIMONY OF WITNESSES MITCHELL AND PRESCOTT

| have identified two analytical shortcomings in witnesses Mitchell’s and
Prescott’s testimony. First, witnesses Mitchell and Prescott incorrectly conclude that
either revenues from ECR mail would necessarily decrease were the cost coverage
of that mail increased, or that the elasticity of demand for ECR mail has risen over
time. The Thress elasticity figure is subject to sufficient statistical uhcerlainty as to

undermine the validity of their conclusion. Second, elasticity by itself does not

determine the value of the good in question. To determine the total value of a good

or service, one generally relies on a measure such as consumer surplus,
compensating variation, or equivalent variation, which, when applied over the entire

range of consumption, considers the characteristics of the entire demand curve.

A, Mitchell and Prescott Incorrectly Assume that Revenues from Standard
Enhanced Carrier Route Mail Would Necessarily Decrease Were the
Cost Coverage of that Subclass Increased

Given the estimates of the own-price elasticity of demand for ECR mail
presented in this rate case, it is not statistically valid to say that an increase in the
price of ECR mail will cause that mail's revenue to decline. A confidence interval

surrounds any regression estimate, and the confidence interval surrounding Witness

* Testimony of R. Prescott, MOAA-T-1, on behalf of Mail Order Association of America,
before the Postal Rate Commission, Postal Rate and Fee Changes, Dkt. No. R2006-1, at 10.
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Thress’ estimate of the elasticity of demand for ECR contains a large range of price
inelastic values. Furthermore, the testimony by GCA witness Clifton indicates that

the Postal Service’s regression methodology may be unreliable.

1. The 95 Percent Confidence Interval Surrounding Thress’ Estimate of the
Elasticity of Demand for Standard Enhanced Carrier Route Mail Includes
Values That Are Price Inelastic

Postal Service witness Thress estimated that the own-price elasticity of
demand for ECR is -1.0789.° Witnesses Mitchell cited Thress’ estimate as evidence
that an increase in the rate for ECR mail would result in a decline in the revenue of
that mail. Witness Prescott stated that this elasticity estimate, coupled with
estimates in prior rate cases, shows that the elasticity of demand for ECR has risen
over time. However, under two common and widely 'accepted measures of
econometric accuracy—one-sided t-test and the confidence interval surrounding
Thress' estimate—Thress’s estimate is subject to inaccuracy that is sufficient to
refute those claims. Thus, Mitchell and Prescott's conclusions that a rate increase
for ECR will reduce postal revenues or is becoming counter-productive are subject
to statistical uncertainty. In other words, given Thress’s ‘estimate, one simply
cannot say whether the price elasticity of Standard ECR is elastic or inelastic.

The most direct way to determine whether or noi Thress’ estimates allow one

to conclude statisticaily that the demand for ECR is price elastic is to construct a

s Testimony of T. Thress, USPS-T-7, on behalf of the United States Postal Service, before
the Postal Rate Commission, Postal Rate and Fee Changes, Dkt. No. R2006-1, at 122. | am aware
that testimony from witnesses Clifton and Kelgjian find fault with Thress’ methodology. However, in
this section my testimony | presume that Thress' methods and estimates for ECR mail are reasonably
accurate. Since both Mitchell and Prescott base a portion of their testimony on Thress' findings, my
testimony here considers whether or not Mitchell and Prescott correctly considered the entirety of
Thress' ECR estimates as it relates to their rate proposals.
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one-tailed or one-sided t-test. That is, using Thress' estimates one can test whether
or not -1.079 is fess than -1.0 in a stalistical sense.® One can presume beforehand
that the demand for ECR is indeed price inelastic and then use statistical methods to
determine if that hypothesis is so incorrect that one can reasonably conclude the
alternative—namely that ECR is price elastic.

To generate the statistic for the one-tailed test, one must first note that the
standard error associated with Thress' long-run ECR elasticity estimate is 0.175.7
Given this information, the statistic for the one-tailed that determines whether -1.079
is statistically less than -1 is given as follows:®

~1-(~1.079) _ 0.079

= =0.451
0.175 0.175

(1)

The “critical value® fdr th’is test, presuming a 95 percent level of statistical
accuracy, is 1.645. Because the test statistic in equation 1 does not' exceed 1.645,
one cannot conclude that the demand for ECR is price elastic.

In addition to the one-sided test described above, one can also use the
confidence interval that surrounds Thress' elasticity estimate to show that it is not
different from a whole range of inelastic values. Any regression parameter is

surrounded by a confidence interval. Loosely speaking, values within that confidence

® This test is referred to as one-sided because one tests the conjecture that elasticity is less
than -1. The test most commonly used in econometrics is the two-sided test, which tests whether or
not a parameter is different from a specific number (usually zero). Because no prior is given to the
direction of difference (whether the parameter exceeds or is less than the specific number of interest)
that test implicitly has two sides.

” The standard error of the elasticity estimate is found by dividing tha_at elasticity by ils ¢
statistic. Hence, the standard error associated with Thress’ elasticity for ECR is -1.079 / -6.159 =
0.175. See, e.g., DAMODAR N. GUJARATI, BASIC ECONOMETRICS 124 (McGraw-Hill 3rd ed., 1995).

8 1d. at 124-26.
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interval are all statistically equivalent to the regression coefficient in question. That
is, one cannot dismiss the statistical conjecture that the regression parameter in
question is different from any value that resides within its associated confidence
interval. As | explain below, the confidence interval surrounding Thress’ ECR
elasticity estimate includes a large range of price inelastic values.

With a standard error of 0.175, the 95 percent confidence interval surrounding
Thress’ elasticity estimate is given as follows:®

(2)  (-1.079-1.96x0.175, -1.079 + 1.96 x 0.175).

After performing the calculation in Equation 2, one finds that the 95 percent
confidence interval surrounding Thress’ elasticity estimate is (-1.422, -0.736), which

is visually represented in Figure 1.

®1d. at 118-19.

' also note that this confidence interval includes the ECR elasticity estimate calculated by
witness Thress in R2001-1. See Testimony of T. Thress, USPS-T-8, on behalf of the United States
Postal Service, before the Postal Rate Commission, Postal Rate and Fee Changes, Dkt. No. R2001-
1, at 53 (listing an ECR elasticity sum of -0.770). Therefore, one cannot even reject at the 95 percent
level of confidence the null hypothesis that Thress’ ECR elasticity estimate in this rate case (-1.079) is
different from the specific point estimate in Thress’ 2001 testimony. Finally, | note that for withess
Prescott to conclusively say that the price elasticity of ECR has increased over time, he should have
conducted a test for structural change—sometimes referred o as a “Chow test.” Such a test would
allow one to either reject or not reject the null hypothesis that ECR elasticity has remained constant
over a period of time. Given that no witness in the proceeding has, to my knowledge, performed such
a test for ECR elasticity changes, | see no statistical reason for one to conclude that the price
elasticity of demand for ECR has changed over time.
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FIGURE 1: THE 95 PERCENT CONFIDENCE INTERVAL SURROUNDING
THRESS' ELASTICITY ESTIMATE FOR ECRH MaiL

-1.422 -1.079 -0.736

As Figure 1 indicates, the 95 percent confidence interval surrounding witness
Thress’ elasticity estimate for ECR mail contains both elastic and inelastic values.
Therefore, neither Mitchell nor Prescott can reject the null hypothesis, based on
Thress’ estimates, that the own-price elasticity of demand for ECR is, say, -0.75, a
value that is price inelastic and is closer to zero than the point estimate that witness

Thress calculated in R2001-1.

2. Testimony by Witness Clifton Reveals that the Postal Service's
Estimates of the Elasticity of Demand for Standard Regular and
Standard Enhanced Carrier Route Mail May Be Unreliable

Witness Cliffon’s testimony in this case on behalf of the Greeting Card

Association casts additional doubt on the accuracy of certain elasticity estimates '

presented by Thress. In particular, Clifton found that the elasticity of demand for First
Class Mail is more price sensitive than the eiasticity estimated by Thress. On the
surface, and without a discussion of the econometric intricacies involved in both
Thress’ and Clifton’s testimony, this resuit accords with my understanding of how

electronic communication has developed into a viable substitute for First Class Mail.
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The companion rebuttal testimony of J. Gregory Sidak (NAA-RT-2) also addresses
electronic substitution and broadband deployment.

In addition to his analysis of the price elasticity of demand for First Class Mail,
Clifton also found that the elasticity of demand for Standard Regular mail was price
inelastic. Furthermore, he found that elasticity to be smaller than his elasticity
estimate for First Class Mail. Put differently, Clifton found that First Class Mail is
more sensitive to price than Standard Regular mail. Although Clifton’s testimony did
not provide an elasticity estimate for ECR, he did state in his response 1o an
interrogatory from the Direct Marketing Association that he believed that ECR was
price inelastic, but more sensitive to price than Standard Regular."

When added to the one-sided hypothesis test and the confidence interval
analysis that i derived from Thress' econometric results, Clifton’s statement
regarding the price insensitivity of ECR seems reasonable. That is, Thress’' results
cannot reject the null hypothesis that the demand for ECR is inelastic. Therefore,
there is insufficient statistical evidence in this rate case for witnesses Mitchell and
Prescott to conclude that an increase in the price of ECR will result in a decrease in
the revenues for that mail. Put differently, witnesses Mitchell and Prescott cannot
reject the statistical conjecture that a 1 percent decrease in the price of ECR mail will
result in a less than 1 percent increase in the volume of that mail._ For this reason,
their testimony, which concludes that an increase in the price of ECR will result in a

decline in ECR revenues is inaccurate in a statistical sense.

! Response of Greeting Card Association Witness Clifton, Tr. 29/9797.
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B. Elasticity of Demand Does Not by ltself Determine the Value of a Good
or Service

Both Prescott and Miichell place considerable emphasis on the estimated
own-price elasticity of demand for Standard ECR mail presented by witness 'I;hress.
Leaving aside whether the possible errors in Thress's model identified by Clifton
may also affect his estimate of the own-price elasticity of demand for Standard ECR
mail, there are other reasons why elasticity of demand does not by itself determine
the value of the mail subclass.

Specifically, elasticity looked at in isolation informs the value of the good in
question to the marginal consumer only. By contrast, the value of an entire subclass
of mail is determined by the demand curve for that subclass over the entire range
where that mail is purchased. Put differently, by characterizing value of service as
being driven only by elasticity, Mitchell and Prescott consider only the value of the
last piece of mail sent and disregard the value derived from the majority of the mail.

The importance of this issue to the Postal Service is that since Standard
Commaercial mail will soon exceed First Class Mail in volume, the totat value of
Standard Commercial mail will eventually exceed the total value of First Class Mail'
even if the elasticity of demand for First Class Mail is found to be smaller—that is,
less sensitive to price—than the elasticity of demand for Standard Regular and ECR
mail. Consequently, the application of value at the margin, which Mitchell and
Prescott both employ within the Standard Commercial subciasses, distracts from the

more important issue: the value of what was once, in terms of volume, the most

2 Measurement of total value is typically performed using consumer surplus, compensating
variation, or equivalent variation. :
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important mail class (First Class) in comparison to the value of what is now

becoming the most important type of mail (Standard Commercial).”

CONCLUSION

Due to analytical shortcomings in the testimony of those witnesses, the
Commission should reject the proposals by Val-Pak witness Mitchell and MOAA
witness Prescott to reduce the institutional cost contribution of Standard ECR mail.
Both witnesses Mitchell and Prescott argue for a reduction in ECR rates based on
the elasticities of demand for that subclass. However, they do not have sufficient
statistical evidence in this rate case with which to conclude that ECR is price elastic.
Therefore, if one looks at elasticities alone, it is not a foregone conclusion that ECR
will be unable to sustain further rate increases without suffering a decline in
revenues,

Furthermore, in determining the value of a service, one should consider not
only the price elasticity of demand, but also the volume of demand consumed—that
is, one should consider the entire demand curve. Considering price elasticity alone
provides an indication of the value to the marginal mailer, but not of the entire

subciass,

'3 Tr. 25/8987-8988.
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CHAIRMAN OMAS: This now brings us to oral
cross-examination. Two parties have requested oral
cross. Mr. Todd, you may begin -- oh, eXcuse me.

MR. McLAUGHLIN: I'm sorry, Mr. Chairman. I
did speak with counsel for NAA to explain that I would
have some guestions. I could go later, or I can go in
the ordinary order now, if you would like. I don’'t
care.

MR. TODD: Mr. Chairman, perhaps I can atcne
for past sins by deferring to Mr. MclLaughlin.

CHAIRMAN OMAS: Well, I don‘t know, Mr.
Todd. You haven’'t any sins. But if you wish to allow
Mr. McLaughlin to go, we’ll do so, and you should
thank the gentleman.

MR. MCLAUGHLIN: I do. I do. Thank you
very much, Mr. Todd.

CROSS-EXAMINATION

BY MR. McLAUGHLIN:

Q Is it Dr. Ingraham?
A That’s correct,
Q Ckay. I may call you "Mister" or

“"Ingraham." T'11 try to keep it straight here. If I
do, pardon me.

A I won’t hold it against you.

Q The purpose of your testimony, at least in
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part, I take it, is to criticize the use of Thress’'s
elasticity estimates on the ground that they involve a
wide confidence interval. 1Is that correct?

A I wouldn’t necessarily say wide, but there
is a confidence interval around those elasticity
estimates, and that confidence interval contains a
significant range of both elastic and inelastic values
for ECR mail.

Q Okay. I would like to start with page 5 of
your testimony, down at the very bottom on line 17,
and you say there, and I‘1l1 quote, "Loosely speaking,
values within that confidence interval are all
statistically equivalent to the regression coefficient
in question.” What do you mean by "loosely speaking"?

A Well, maybe I could rephﬁase that and say,
formally speaking, what that means is that one cannot
reject a hypothesis that any particular value within
that confidence interval is equal to the point
estimate of 1.0789.

Q But is that the same as your statement that
the values within the confidence interval are all
statistically equivalent?

A Yes. Loosely speaking, that is correct.

Q QOkay. Loosely speaking. Let’s turn, then,
to page 7, and, specifically, at the top of the page
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there. You show a Figure 1, which has a curve. Do
you see that?

A Yes.

Q This represents, I take it, the 95-percent
confidence interval that you were talking about for
the price elasticity estimate.

A Yes.

Q What kind of a curve is this?

A That would be distributed according to the T

distribution.
Q Is it a probability curve?
A It is a probability density function.
Q Now, you said earlier that all of the values

within the confidence interval were statistically
equivalent. Let’s look at the two extremes on that
curve, the wvalue of -1.422, which is highly elastic,
and the -.736, which is inelastic. Those are on what

appear to be the low portion of the curve. Is that

correct?
A That’'s correct.
Q Would it be fair to say that those two have

an equal probability of being a correct estimate of
the elasticity?

A One could not reject, at 95-percent
confidence, that 1.078% 1is different from either
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1.422 -- that would be one helps hypothesis test, and
a second one would be that 1.79 is not statistically
different from .736.

Q I'm not talking now about a null test; I'm
talking about the probability that the elasticity will
be the same.

A Well, that’s how one conducts a hypothesis
test. It’s based on probability distributions.

Q Now the probability distribution shows that
the highest point of the curve is at the point
elasticity of -1.079.

A Yes.

Q Is it your testimony that the probability of
that number being the correct value is no greater than
the probab